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Achieving
Success
Just as a person is measured by his deeds, so must a
school be judged by the accomplishments of its grad
uates. Results are the genuine tests of any specialized
training, and the fact that hundreds of Walton-trained
men have achieved outstanding successes is conclusive
assurance that Walton training will help those who
have the will and ability to learn.
Whether you wish to win the C.P.A. degree or enter
executive accounting work, you owe it to yourself and
to those dependent upon you to select a course of study
possessing genuine merit and true dependability.
No broader future is available, no better prospects are
offered for rapid advancement and big pay, than in the
profitable profession of accountancy. Trained account
ants — men proficient in the analysis and interpretation
of the records of business — are indispensable in modern
business with its increasing mergers, consolidations,
holding companies, subsidiaries, etc.

An easy and practical way to qualify yourself
as a specialist in accountancy is to train your
self the “Walton Way.’’ You can do it in part
of your spare time — while others play. Re
member that accountancy is the very life-blood
of modern business — that men trained in
accountancy are ably fitted to grasp and solve
the great business problems of today.

Walton’s Record of Successes

Walton students have won 20 medals offered
by the Illinois Society of Certified Public
Accountants for high standing in the Illinois
semi-annual examinations.
This is a record unequalled by any other educa
tional institution. Walton courses have been
endorsed by adoption by more than 250 leading
educational institutions throughout the United
States.

More than 1000 students of Walton Courses
have passed the prescribed examinations,
securing degrees, memberships, and associate
memberships, as Certified Public Accountants,
Chartered Accountants, Members and Asso
ciates of the American Institute of Accountants.
For nine consecutive years Walton-trained
students won special distinction in the American
Institute examinations. In these examinations,
graduates of all schools, resident or correspond
ence, giving such training, compete.

It is easy to find out how Walton can help you.
Send for our free booklet, “The Walton Way
to a Better Day.” You will find it a remarkable
statement of Walton ideals and policies full of
inspiration, with many statements from leading
accountants and executives as to the soundness
and thoroughness of Walton training.
Just fill out the coupon and mail it to us today.
Be sure to indicate the kind of instruction in
which you are interested.

Easy to Get the Facts

Day and Evening Classes and Correspondence Instruction

Thomas B. Gill
B.E.
Secretary

Walton School
Commerce

375-385 McCormick

Building
Chicago

MEMBER NATIONAL HOME STUDY COUNCIL

WALTON SCHOOL OF COMMERCE, 375-385 McCormick Building, Chicago
Without obligation on my part, please send me the copy of “The Walton Way to a Better Day,” and suggestions as to what you can
do to help me advance in the business world.

□ Correspondence Instruction
Address............................................ .. ................................................................................................................
City and State...................................................................................................................

I AM

Interested □ Resident Day Classes
IN

□ Resident Evening Courses

Occupation.................................................................................. Age.............................................
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A "WALKIE" for Business Men who Think
that Typewriters are "Just Typewriters"

Tomorrow do a little "watchful walking"! Walk through your office.
WATCH

YOUR

STENOGRAPHERS

WORK!
AND THEN.
figure how many dollars a
week it costs you not to have typewriters handtailored to your typewriting needs.

We find in America’s offices no less than 124
different kinds of writing. So Remington makes
a complete line of writing machines . . . in
deed, the only complete line in existence. A
model for each related group of uses!

WATCH the girl who takes 50% longer
to type a sales summary . . because
she hasn't a statistical machine.

WATCH the girl who takes 30% longer
to type 100 cards .
because her type
writer has no card-writing attachment.

And with 62 special attachments . . . with 55
varieties of type . . . with 3,066 keyboards
covering professional needs, specific industries
and all languages, not to mention 357 grades
and colors of ribbons and 116 weights and
colors of carbon papers. Remington Type
writers can be fitted to the specific writing
need in your business like a glove fits a hand.
Telephone for a Remington Typewriter man.
We promise to prove not only more satisfac
tory typing ... but amazingly lowered costs.
Remington Rand, Executive Offices, Buffalo,
N. Y. Sales Offices in all principal cities of
the world.

THE

REMINGTON

LINE

OF

TYPEWRITERS

WATCH the girl who takes 25% longer
to finish a financial statement ... be
cause she has to set tabulations by hand.

WATCH the girl who has to sit idle
while her boss is on the phone . . . be
cause her typewriter isn’t Noiseless.

SAVING! Insurance Company cut 40% off operators' time
in typing hundreds of thousands of premium, dividend and
interest notices by adding two simple typewriter attachments.

BUILDER

OF

TYPEWRITERS

built for specific purposes, is one of a
variety of lines of office appliances and
equipment manufactured and installed
by Remington Rand . . . including
Kardex Visible Records . . . Library
Bureau Filing Equipment . . . BakerVawter-Kalamazoo Loose Leaf... SafeCabinet fire protection ... Dalton Add
ing and Bookkeeping Machines . . .
Remington Accounting Machines .7.
and Powers Tabulating Machines.

Remington Typewriter Division

Remington Rand

FOR

SPECIFIC

PURPOSES
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TO CANDIDATES
for the next

C.P.A. EXAMINATIONS
“Organized Preparation” is the keynote of our
resident coaching course. It provides an estab
lished, organized means of preparing yourself
for the examinations, teaching you how to
attack a problem, arrange your worksheets,
and how best to present your paper to the
examiners.
To that group of candidates who have lost
touch with their studies, our series of lectures
affords an excellent opportunity to acquire a
thorough knowledge of the formal, academic
principles required, and familiarizes them with
examination-room procedure.
The next course starts on Wednesday, September
Another course starts September 22nd, both
at the Engineering Auditorium, 25-33 West 39th
Street.
9th.

C.P.A. EXAMINATIONS REVIEW
202 West 40th Street, New York
Telephone: Penn. 6-7834

Conducted by
HENRY L. SEIDMAN, B.C.S., LL.B., C.P.A.

Solve Your Accounting
Problems
This Library has helped thousands of other accountants in
meeting the situations they encounter daily; in keeping abreast
of the latest and most efficient methods; in progressing in the
accounting profession. Isn’t it probable that this Library can
help you?

THE ACCOUNTANTS’
ENCYCLOPEDIA
(Four Volumes)
2742 proven accounting plans and methods. 1576 factpacked pages. 265 forms, charts and illustrations.
Carefully indexed.

You will be amazed at the thoroughness of this set. In its four
volumes you will find the various bookkeeping practices — the
factors in accounting; net worth accounts, funded debts, valua
tion problems, current assets, inventories, liabilities — to men
tion but a few. In addition to its daily usefulness in confronting
your problems, it can be a valuable aid in brushing up on mod
ern accounting methods. It can be a real asset to the accountant
employed by a corporation or “on his own.”

Authors of Wide Experience
The authors of this set are men of wide experience and repu
tation. They are: GEORGE BENNETT, Professor of Account
ing, College of Business Administration, Syracuse University;
PAUL L. MORRISON, Executive Vice-President, George M.
Forman and Company; ERIC L. KOHLER, member, E. L.
Kohler and Company; PAUL W. PETTENGILL, member,
Paul Pettengill and Company; HENRY BRUERE, Executive
Vice-President, Bowery Savings Bank, New York City; and
ARTHUR LAZARUS, Consultant, Policyholders’ Service
Bureau, Metropolitan Life Insurance Company.

. . is a Captain
in Bright Silver Uniform
BEHIND him marches column after
column of clear, little figures with
every row in perfect line . . . Rigid,
inflexible, smooth, 922 is the preci
sion pen for accountancy. Its clear
ness in writing prevents mistakes.

ESTERBROOK PEN COMPANY

Send no money — see these books FREE
We would like you to enjoy the same free examination offer
that has convinced others of the worth of these four books. See
them — use them for 10 days free. Then, after you have ex
amined them at your leisure, decide if these aren’t books you
will want to have always handy. Then, return the books or
remit only $1.50 and $2.00 a month until the special price of
$19.50 has been paid.

Fill in and mail this coupon — NOW
McGRAW-HILL FREE EXAMINATION COUPON

McGraw-Hill Book Co., Inc., 370 Seventh Ave., N. Y.

60 Cooper Street, Camden, N. J.

or

BROWN BROS., Ltd., Toronto, Canada

Send me the Accountants’ Encyclopedia, four volumes, for
10 days’ free examination. If satisfactory, I will send you a
first payment of $1.50 in 10 days and $2.00 a month for
nine months. If not wanted I will return the books.

Name............................................................................................
Home Address............................................................................ .
City and State.......................................

PENS

Position............................................................................................

Name of Company............................................ JA-9-31
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Revised Edition!

Learn by the Case Method . . .

Basic Accounting
By George E. Bennett, LL. M., C.P.A.
cpa

CPA CPA

ACCOUNTING ACCOUNTING ACCOUNTING ACCOUNTING
NEWLOVE NEWIOVE

NEWLOVE

VOLUME!

VOLUME II

VOLUME III VOLUME IV

Third Edition — September, 1928
Second Printing — May, 1930

F YOU are preparing for the C.P.A. examinations,
you will surely want to read Bennett’s interesting
presentation of the basic principles of accounting and
to study the actual cases by which he fixes these prin
ciples firmly in mind. Then, if you can answer cor
rectly the 280 test questions he has selected and if you
can solve the 112 problems that follow the chapter to
which they relate, you may be sure that you have a
superior foundation that should enable you to pass
your examinations with distinction.
If you are a practising accountant, you will want to
become familiar with Bennett’s modern treatment of
the basic accounting principles. A constant study of
fundamentals will invariably develop a clearness of
thinking and a logic that will enable you to solve the
intricate, practical accounting problems that you are
continually running up against.
We shall be glad to send you this book for examination
without cost to you. Simply fill in the coupon and mail
it to-day to our nearest office.

I

----------5-Day Free Examination

Coupon----------------

Date..................................
THE GREGG PUBLISHING COMPANY
New York, Chicago, Boston, San Francisco, Toronto
Please send me for examination a copy of BASIC AC
COUNTING. Within five days I will either remit $5.00 in
full payment or return the book to you.
Name..............................................................................................................

Theory, Auditing and Problems
A four-volume digest of problems and ques
tions given in 955 C. P. A. examinations by
accountancy boards in 48 states; June, 1929
papers are included. Distribution is:
California.........................
Florida...............................
Illinois...............................
Indiana..............................
Massachusetts...............
Michigan..........................
Missouri............................

39
26
42
25
20
23
26

New Jersey........................
16
New York..........................
60
Ohio......................................
24
Pennsylvania.................... 31
Washington...................... 33
Wisconsin..........................
18
Other States..................... 572

The four buckram-bound volumes contain 400
problems and 5,824 questions, classified in
related groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
1; Volume IV solves problems in Volume III.
Time allowances are given so problems may be
solved under C. P. A. conditions.

Address...........................................................................................................

City................................................................. State......................................
J. A. 9

IN PREPARATION FOR THE
NOVEMBER 1931

C.P.A. Examinations

A Golden Opportunity

The coaching course conducted by Jacob Bennett,
A.A., B.C.S., C.P.A., (N. Y.), is built on the founda
tion that the C.P.A. examination candidate must have (first), a thorough review of the basic principles of
the four required subjects of

This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solutions
and time allowances.

THEORY OF ACCOUNTS
AUDITING
COMMERCIAL LAW
PRACTICAL ACCOUNTING

i------------------------------------------------------------

FREE EXAMINATION COUPON
THE WHITE PRESS COMPANY, INC.,
Departmental Bank Bldg., Washington, D. C.
You may send me on 5 days’ approval books checked.
□ Complete Set (Four Volumes, 1,871 pages), 515.00
□ Volume I and Solutions (Vol. II), $7.50
□ Volume III and Solutions (Vol. IV), $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.

(second), training in the reading, “working-sheet
approach” and solution of problems taken from re
cent C.P.A. examinations.
(third), training in reading and answering ques
tions in the other required subjects, and
(fourth), a psychologically sound and confident
frame of mind in which to present himself at the
examination room.

For details with reference to the coming course which
will commence Wednesday, September 9th, write or
telephone

Signed.............................. :............................................................................

JACOB BENNETT
General Motors Building
Broad-way at Fifty-seventh Street
City...................................................................................................................
Circle 7 — 0404 — 0405
only in U. S. and Canada)

Street ................................................................................................................

(Sent on approval
Write for Illustrative Circular
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Ready!
The New National
Unit Accounting System
Designed in accordance with the latest accounting practice, this system presents the maxi
mum facts in the minimum time after the close of each month. It comprises two unit ideas:

Groups of closely related forms are
♦ assembled in units or binders for
convenience and accessibility.

1

Each class of transaction is recorded on separate forms. Each
form is especially adapted to its purpose.

Unit One—General Records — provides
for the complete and convenient re
cording of all transactions.

The General Records, Unit One, is di
vided into seven sections containing
the five records of original entry—Cash
Received Record, Checks Drawn Rec
ord, Record of Invoices, Sales Record,
and General Journal—as well as two
auxiliary records—Bank Statement and
Petty Cash Record.

Unit Two—General Ledger — contains
the classified summaries of all entries
in account form.

Unit Three—Monthly Reports — shows
the position and progress of the business.

It is flexible; can be adapted to any business. You select from nineteen General Record
forms, four General Ledger forms, four Monthly Report forms.

Included is a new manual, “ACCOUNTING TO INCREASE PROFITS,” a complete text-book
on accounting practice, invaluable for reference and for instructing clients. Handsomely
bound; contains complete accounting procedure, chart of accounts, description of each
account, actual samples of all forms, specimen entries and explanations.

SPECIAL INTRODUCTORY OFFER TO ACCOUNTANTS
You can secure a copy of this manual on approval at the spe
cial introductory price of $3.00. Act today; this offer is limited.

National

BLANK BOOK COMPANY
Dept. J-7

Holyoke, Mass.

I enclose $3.00 for which please send me your manual,
“Accounting to Increase Profits.” I understand it will be sent
prepaid and subject to refund if returned within ten days.
Name_________________________________________________ ____

When writing to advertisers kindly mention The Journal

of

Accountancy
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LaSalle
Success-Building
Service Includes
1. Complete and Up-to-the-minute
Accountancy Training.
2. Individual Instruction — given by
successful accountants.
3. The LaSalle Problem Method —
making you experienced and expert in
the use of accounting principles and
methods.
4. Individual Consultation — on your
personal problems.
5. Expert Consultation Service on
Special Accounting Problems.
6. Expert Consultation Service on
Your Business Problems of all
kinds— traffic, sales, advertising, law,
financial, etc.
7. Economic Bulletin Service — to
interpret business conditions and
trends and aid you in adjusting your
self to coming changes.
8. Vocational Advisory Service and
Placement Aid — practical, com
plete, continuous — helping you to
solve more easily and surely the some
times difficult problem of winning the
standing and success you deserve.
This includes, among other things:
(a) Counsel about the accounting
field and your accounting job.
(b) Help in winning promotion
where you are —
Progress reports to your em
ployers — if you wish them.
Suggestions for making more
of your job.
Advice on selling yourself to
your employer.
(c) Aid in finding a new job — if
that’s what you wish.
Direct aid of our active
Placement Department.
Help in advertising yourself,
in writing letters of applica
tion, in planning your inter
view with a prospective em
ployer, etc.
(d) Help in making good in the new
job.
(e) Counsel — and help — in build
ing your own accounting busi
ness.
9. Personality Development — includ
ing:
Subscription to the interesting, valu
able magazine. “Personal Efficiency.’’
10. Preference — by hundreds of thou
sands of employers, both large and
small firms, who know from experience
the value of the LaSalle trained man.
Over 10% of all C. P. A.’s — and many
thousands of other accountants — are
LaSalle trained.

F

A Complete Success—Building
Plan — Not Just an
Accountancy Course
ACCOUNTING training— however practical, however outstanding in quality, however complete — is not always
enough to insure success.
Many men need help in finding opportunity to apply that
training, and aid in using their larger knowledge. Upon the
foundation of skill and knowledge given by study must often
be added certain personal and business factors — to help the
student get quickest and fullest advantage from his added
ability.
This fact — learned early in our twenty-three years experience
in helping hundreds of thousands of adults to larger success —
is the reason for LaSalle’s unique success building service
(some features of which are listed in the panel at the left of
this paragraph).

LaSalle Your Partner—In Building Your Success
Your LaSalle membership thus brings you much more than a valuable
training in accounting — though that alone would be worth many
times the cost.
It brings you our continuing and close partnership in the biggest
problem of your career — building yourself and your success. And
when we say partnership, we mean just that. It isn’t a routine, casual
contact, but an intimate and personal association with an institu
tion that knows business and the path to accounting success.

A LaSalle Student Never Graduates
These various services — which we think are unequalled anywhere —
are yours for life.
No matter where you are or what you are doing — whether it is two
hours after your enrollment or twenty years after your graduation
— this friendly, competent aid is yours to command.
If like most of us, you are sometimes puzzled about your career —
wondering, worrying about your future — just consider what such
expert help can mean to you.

Ask for more complete information —
And then decide about LaSalle membership for some associate or for
yourself.

Your first step is to get the facts — and the coupon below will bring
them quickly, and without cost or obligation.

LaSalle Extension University, Dept. 9479-H, Chicago, III.
I am interested in having all the facts about your success building plan in
accountancy. Please send them to me — without cost or obligation.
Name

Address
Position

LaSalle Extension University
When writing to advertisers kindly mention The Journal or Accountancy
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To those who

plan to take
the next C.P.A. examination
Particularly noteworthy
features of the training are:

N addition to its regular
Course, the Interna
tional Accountants Society,
Inc., offers a special Coach
ing Course for Accountants
who are planning to take the
C. P. A. Examination.
This Course will be sup
plied only to those who are
already competent account
ants, as no attempt is made
to teach general accounting
in this course. The instruc
tion is pointed directly at
the C. P. A. Examination.
Something more than a
knowledge of accounting is
necessary to insure success
in the examination room.
Solving examination prob
lems is vastly different from
the usual work of making

I

100 problems in Practical Accounting
with solutions and comments
100 questions and answers in Account
ing Law
100 questions and answers in Auditing
100 questions and answers in Theory
of Accounts

Elaborate explanations and comments
that include, in addition to the finished
statements or solutions, such items as
suggestions for “Notes to the Examiner,”
working sheets, side calculations, use of
proper terminology, and discussions of
authoritative opinions.

Problems and questions (1) actually
used in a C. P. A. or an A. I. A. examina
tion, or (2) specially prepared to train
the candidate in handling certain points
likely to be encountered in the examination.

Personal correction, criticism, and grad
ing of every examination paper by a
Certified Public Accountant who has him
self passed the C. P. A. examination.
There are sixteen such Certified Public
Accountants on the Active Faculty of the
International Accountants Society, Inc.

audits, installing systems, or
conducting investigations.
Many men with little or no
practical experience can
solve C. P. A. problems
readily — many others with
years of experience flounder
pitifully in the examination
room. WHY? The candidate
is required to Work at top
speed. He must work with
limited information. He has
to construct definitions.
Very often it is necessary
for him to use unusual
working sheets.
The C. P. A. Coaching
Course given by the Inter
national Accountants So
ciety, Inc., prepares you to
meet such conditions. The
fee is $42, and the text
consists of twenty lessons.

A SPECIAL booklet, “How to Prepare for the C. P. A. Examination,” is now ready for those
who are interested. For a free copy, just write your name and address below and mail.

International Accountants Society, Inc.
A Division of the ALEXANDER HAMILTON INSTITUTE

S

To the International Accountants Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.

Send me the special booklet, “How to Prepare for the C. P. A. Examination,”
which describes your special Coaching Course for Accountants.

Name__ ___________________ _____ _ ____ Company------------------------------------------------------

Address------------------------------------------------------------- ----------------------------------------------- When writing to advertisers kindly mention The Journal of Accountancy
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Burroughs
Typewriter

Accounting
Machine

CALCULATES AND PRINTS

This remarkable machine
lends itself to an excepRESULTS . .
TYPEWRITES tionally wide variety of
uses because of its many
COMPLETE DESCRIPTIONS outstanding Burroughs
features. For example—it
multiplies directly, adds and subtracts and prints the result of
its own calculations — it accumulates and prints totals — and it
posts several related records at one time, with complete type
written descriptions if desired. Since many of its operations are
performed automatically, it is fast, easy to operate and greatly
increases the production of neat, accurate and timely records.

Ask to see it demonstrated on any work you have that requires
calculating and recording — especially on time tickets, billing,
inventory, cost work, stores’ records, pro-rating, tax bills and
similar jobs. Call the local Burroughs office, or, if you prefer,
write for complete information.
BURROUGHS ADDING MACHINE COMPANY, 6299 SECOND BLVD., DETROIT, MICH.

When writing to advertisers kindly mention The Journal of Accountancy
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EDITORIAL
On July 30th at the Old Bailey in
London, England, Lord Kylsant, chair
man of the Royal Mail Steam Packet
Company, was found guilty of certain charges against him and
sentenced to one year of imprisonment in what is known as the
second division, which means imprisonment without hard labor.
At the same time and place Harold John Morland, chartered ac
countant, auditor of the Royal Mail Steam Packet Company,
was acquitted of certain charges against him and was discharged.
In order to present the facts of this celebrated case, it is necessary
to quote the language of the charges against the two men. The
charge against Lord Kylsant was that, ‘‘ being a director of the
Royal Mail Steam Packet Company, he made, circulated or pub
lished, or concurred in making, circulating or publishing annual
reports of the directors of the company for the years 1926 and
1927, and dated May 11, 1927, and May 9, 1928, which he knew
to be false in a material particular with intent to deceive the share
holders of the company.” Mr. Morland was charged with aiding
and abetting Lord Kylsant in the commission of these offenses.
Lord Kylsant also was charged with “making, circulating or
publishing, or concurring in the making, circulating or publishing
a prospectus which he knew to be false in a material particular
with intent to induce persons to entrust or advance property to
the company.” There was a formidable array of legal talent on
both sides. For the crown appeared the attorney-general, Sir
William Jowitt, K. C., D. N. Pritt, K. C., Eustace Fulton and
Patrick Devlin. Sir John Simon, K. C., J. E. Singleton, K. C.,
and Wilfrid Lewis appeared for Lord Kylsant. Sir Patrick
161

The Royal
Mail Case
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Hastings, K. C., Stuart Bevan, K. C., C. J. Conway, K. C., and
F. J. Tucker defended Mr. Morland. Both the defendants
pleaded not guilty.

The case was originally heard in a police
court at which the lord mayor of London
presided. At that time the importance
of the case, the prominence of the defendants and the rather un
usual procedure attracted worldwide attention. When certain
evidence was presented in the police court relative to the practice
of English accountants in certifying the accounts of companies,
with particular reference to the setting up of hidden reserves and
the equalization of earnings by withdrawals from the reserves, the
lord mayor felt impelled to remark that it seemed that no English
balance-sheet could be regarded as accurate or informative to the
stockholders. The lord mayor adopted a rather arbitrary manner
with reference to the acceptance of evidence and as a protest
leading counsel for both defendants expressed an intention to
withdraw from the case. After this peculiar start, the case was
carried to the Central Criminal court of London and tried before
Mr. Justice Wright. The hearing at the Old Bailey occupied
nine days. To us in America the whole proceeding of the trial
is impressive. There was, throughout, an evident desire of the
prosecuting and defending lawyers to do fairly by all concerned.
Sir William Jowitt is a barrister of wide reputation and he is not
generally considered as unduly lenient. His reputation indicates
pertinacity; yet in this case, as perhaps in all others in which he is
concerned, he manifestly sought to give the defendants every
chance to which they were legally entitled. He pointed out some
of the mitigating circumstances, drew attention repeatedly to the
high standing and unimpeached character of the defendants and
there seemed at times an almost regretful tone in his presentation
of the case. Here was a cause involving criminal charges against
the head of a great corporation and a leader of a great profession.
There was ample and attractive opportunity for notoriety in the
prosecution, but everyone concerned seemed to be imbued with a
profound sense of the importance of even-handed justice. The
case went further than the defendants. Charges against the
Royal Mail Company involving an attack upon the old, estab
lished system of accounting in England were implied in the prose
cution of these two men.
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The evidence on the subject of account
ancy which was brought forward was
competent. The president of the Eng
lish Institute of Chartered Accountants, the president of the
Incorporated Society of Accountants and Auditors, Lord Plender,
who is a prominent member of the profession, and others testified
that the financial statements which were the basis of the original
charge were prepared in accordance with the custom of the
country. There are many questions of technique involved in the
case which must be the subject of future consideration. At the
moment, however, we are compelled to limit comment to the broad
general problem of the propriety of averaging earnings over a
long period of years and the withholding of essential information
from the shareholders. The Royal Mail Steam Packet Company,
in common with most of the steamship concerns, had been passing
through a long series of unfavorable years. The great profits
which had accrued during the war had been set aside to a large
extent in the form of reserves. Investors became convinced that
the stock of the Royal Mail Company was almost a giltedged security and they invested in it freely and trustingly.
For a time all went well in spite of the decline in earnings, because
it was possible by drafts upon the reserves to present a condensed
balance-sheet and profit-and-loss account which seemed to permit
the payment of dividends, and in fact dividends were paid. In
passing, it is interesting to note that throughout the case there
was never any attempt to separate the balance-sheet from the
profit-and-loss account. It appears to be recognized by the
English courts that the profit-and-loss account is an integral part
of a balance-sheet. This is a matter which will be of a great deal
of interest to American accountants, for at times there has been a
difference of opinion here as to the relationship of the two state
ments.
The Technical
Evidence

To the American eye it appears unfortu-

nate that English practice should coun-

tenance the methods of accounting
which are revealed in the Royal Mail case. It has been the
custom among American accountants to regard the professional
work of the English accountant as something quite admirable.
The profession in the older country has had a longer life and has
acquired a higher prestige. In some ways it is possible for the
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American accountant to learn much from his English confreres.
This may be admitted gladly, but it is perfectly safe to say that
such a practice as that disclosed in the hearing of the Royal Mail
case would not be tolerated in this country. We have here a
fondness for secret reserves, especially in a few specific industries,
but even in these cases there has been nothing approaching the
magnitude of operations which are now discovered as a part of
English practice. There were some other minor matters in the
Royal Mail case, such as the taking up of unusual profits from
sales of subsidiaries, etc. and crediting the proceeds as income
of the year in which they were received. But these were of sec
ondary importance to the question of what one of the witnesses
in the case described as “inner” reserves. The result of all the
manipulation which occurred in the case of the Royal Mail Com
pany, and seems to be occurring in many other English companies,
if reports be true, is undoubtedly a misleading of the public, yet
so strong is tradition in England, and so hardly may custom
be changed, that witnesses whose standing is of the highest
staunchly defended the common practice, and even the prose
cuting lawyers and the bench seemed to accept the propriety of
the prevailing methods of accounting. With the single exception
of the outburst by the lord mayor, the gravity of the conditions
did not excite serious comment. There seemed to be an inability
to discern the true significance of a practice of issuing obscure
statements.
If there were space it would be inter
esting to present the summing up of
prosecution and defense. This is not practicable, but a few
quotations must be given. The attorney-general, after review
ing the case for the crown, turned to the duty of the auditor
and said:
The Prosecution

“ I dissent entirely from the suggestion that an auditor is not
concerned with the form of a profit-and-loss account. He is
concerned with it for the simple reason that unless he is satisfied
that the profit-and-loss account and the balance-sheet and every
other document fairly and truly puts before the shareholders
what the state of the company is he ought not to sign the
balance-sheet. He is there as a watch-dog to regard the interests
of the shareholders and not to concern himself with technical
phrases and the position of words and things of that kind. But to
indicate the canons, which I hope will be observed in every case
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hereafter, does not alter the fact that so far as Mr. Morland is
concerned I should be doing less than my duty if I failed to point
out those facts which I think make a very real difference between
his case and that of Lord Kylsant. . . . And with regard to Lord
Kylsant, you may think that his conduct has been deplorable
because you think that he was prepared to gamble with other
people’s money, but you can not convict him unless you find
that he put forth these documents knowing them to be false
with intention to deceive the shareholders.” (In other words, it
seems to have been a question of intent rather than fact. The
shareholders were undoubtedly deceived. The intent to deceive
was the crux of the question.) Later in his address, the attorney
general said, “With regard to Mr. Morland you must consider
whether when he used this phrase ‘after adjustment of taxation
reserves ’ he thought that it would convey to other people what
it would convey to an accountant, or whether he intended to
deceive. You will remember that he had no motive and you will
probably be slow to take a view hostile to him merely because you
think that he used a phrase which ought not to have been used if he
had really determined to do what he says ought to have been done,
namely, to bring the position plainly before the shareholders.”
In his address to the jury, Mr. Justice
Wright reviewed the case with clarity
and comprehension. The following brief quotations from a
report of his summing-up are important:

The Judge’s Charge

“He said that the case was important because it involved the
ventilation in the city of London and in that court of many ques
tions connected with the finance and accounts of companies—a
matter of the very highest public importance. Quite apart from
any question of its success or failure, the prosecution of the case
would be of very great service to the commercial community.”
“A great deal had been said about the keeping of secret reserves
and how far that was improper under the companies acts and under
the special charter of the R. M. S. P. Company. They had heard
a great deal about the evils and advantages which flowed from the
keeping of secret reserves and about what was often done in
practice. The question might arise some day in some appropriate
proceeding of elucidating those very special matters. It had been
said by one very learned judge that shareholders could not com
plain if the position of the finances of the company was better
than the accounts disclosed. That had been quoted from time to
time as a justificaton for the keeping of secret reserves. There
might, however, be very great evils if those who had the control
and management of companies for the benefit of the shareholders
had in their secret disposition a large portion of a company’s assets.
It might work very well in many cases. No doubt it did. It was
a practice which had been followed by many concerns of high
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standing. On the other hand, it might be the subject of abuse.
Such a system might be used to cover up negligence and irregulari
ties. It was said to be a matter of domestic concern between the
company and the shareholders, and that, if the shareholders did
not know what the position was, how could they consider whether
they were satisfied with it or not?
“Without entering into the thorny question whether or not
they had in the present case what might be called reserves, there
were series of sums of money the nature and use of which re
mained secret from the shareholders, if certain things which ap
peared in the balance-sheets for 1925, 1926, and 1927 were
excluded.
“For seven years balance-sheets and profit-and-loss accounts
were issued which did not disclose whether the company was earn
ing any profit or not. During those seven years there was
expended out of the unpublished items, which were mainly con
nected with the war, a sum of no less than £5,000,000. The
shareholders were told nothing, and presumably they drew their
dividends in the simple faith that all was well with the condition
of the company. It might be said that times might have changed,
and that, when those items of income came to an end, others
might take their place and conditions might improve; but, on the
other hand, surely, if the shareholders had been told that the
company had had no earnings—and earnings were the life-blood
of a company—they might have taken steps for the reconstruc
tion and rearrangement of the company’s affairs, for the cutting
down of expenses, for the reduction of services, and for all those
things which had to be done when a company was not paying its
way.
“But the position was never brought to the knowledge of the
shareholders. It was a little astounding, and one could not help
wondering whether those who managed big companies did not
sometimes forget that the directors of a company were the agents
and trustees of the shareholders, and that, subject to ordinary
commercial necessities, they owed them full information. The
law had recently been altered by the companies act, 1929, and for
the first time it was provided that balance-sheets and profit-andloss accounts should be sent to the shareholders every year, and
that the balance-sheet should contain a summary of the ‘ liabilities
and assets, with such particulars as are necessary to disclose the
general nature of the liabilities and assets of the company.’ ‘ The
terms of that provision,’ said his lordship, ‘it appears to me, can
not possibly justify the omission of any amount of secret reserves
from the balance-sheet.’ There might be some justification for
the maintenance of an undisclosed or secret reserve if the fact that
there was such a reserve was clearly specified somewhere in the
report, so that the shareholders would know about it and, if they
so desired, could insist on the disclosure of the amount of the
reserve and its use.
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“The law required the appointment of an auditor, who was the
servant of the company. His duty was to report to the share
holders on the accounts which the directors were going to present
to them. The law did not impose any impossible burdens on an
auditor, but he had to report and give a certificate whether, in his
opinion, the balance-sheet referred to in the report was properly
drawn up so as to exhibit a true and correct view of the state of the
company’s affairs according to the state of information given to
the auditor. If the account from which dividends were being met
was being fed from undisclosed reserves, it seemed very difficult to
see how an auditor could discharge his duty without drawing
attention to that fact. It might be of the most vital importance.
No doubt an auditor must use a certain amount of discretion, but
he must remember that he was under a statutory duty, and that he
might come under the penalties of the law if he failed in that duty.
“In the present case, however, they were not dealing with a
company registered under the companies acts, but with a company
which was governed by a charter granted by the crown. The
charter provided that accounts should be prepared every year of
the debts and assets of the company with an account of the profits
made in the year, and that all such further information as the
directors thought necessary should be given. The charter also
provided that sums might be set aside out of the profits of the
company as reserve, insurance, or suspense funds, which should
be available to meet losses or depreciation, to equalize dividends,
or to distribute as dividend or bonus. So far as he (his lordship)
knew, there was no provision in the charter for the creation or
maintenance of secret reserves.” . . .
“Intent was always a question which juries considered in
connection with possible motive, but motive and intent were two
different things. In these days of large commercial combinations
the leaders of commerce sometimes thought of the affairs of a
company rather in terms of the group of which it was a member
than in terms of the company itself. That, strictly speaking, was
illegal. The chairman of a concern might feel that he ought to
keep the flag of his company flying until the circumstances were
such that it must be lowered. Lord Kylsant’s view was that
there was a series of trade cycles, that in 1926 and 1927 the cycle
which had been on the down-grade had changed and tended
towards the up-grade, and that, therefore, he was justified in
carrying on. He did not deny that some intimation of the posi
tion should be given to the shareholders in 1926, but he said that
he left the exact form of that intimation to the accountants and
was satisfied with what they did. No doubt it was important to
keep the reputation of the company unimpaired so far as was
possible because of the guarantee to the company under the trade
facilities act, which it was hoped the government would renew.
“Turning to the charge against Lord Kylsant in connection
with the prospectus, his lordship said that the prospectus stated
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that, although the company, in common with other shipping
companies, had suffered from depression, the audited accounts of
the company showed that during the previous ten years the ‘ aver
age annual available balance ’ had been sufficient to pay the inter
est on the present issue more than five times over (i.e. £500,000).
It was perfectly true that the balance-sheets showed those average
annual balances, that was to say, if one put them down separately
and then divided their total by ten, one would arrive at the aver
age annual balance stated. But it was said that there was such
an economy of truth in the statement as to deceive to his loss, and
therefore to defraud, an intending investor, because, it was said
the statement of the average annual balances and of the dividends
paid gave no true account of the actual financial position of the
company in the later years of the period averaged. It was said
that, if there had been published in the prospectus not the average
annual balances available as appearing in the balance-sheets, but
a statement year by year of the profits, a very different picture
would have been painted, because in the ‘bumper’ years up to
1920 one would have very large earnings, and in the following
years a different state of things.” . . .
“Dealing with Mr. Morland’s case, his lordship said that
the position of an auditor was a quasi-judicial one. He stood
between the directors and the shareholders to protect the
interests of the latter against any possibility of their being
misled by the directors. Mr. Morland might have taken an
imperfect or an inadequate view of the duties which rested on
auditors.
“They were not concerned with any question of civil liability
for breach of duty by Mr. Morland. What the jury had to deter
mine was whether, assuming that Lord Kylsant was guilty of the
offence with which he was charged, there was any conscious act on
the part of Mr. Morland to help Lord Kylsant in carrying out a
criminal design by putting his hand to a certificate which he knew
was not justified by the facts.”

After deliberating for three hours the
jury found both the defendants not
guilty on the first two counts, and Lord Kylsant guilty on the
third count relating to the prospectus. Mr. Morland was imme
diately discharged. It is interesting to remember that the charge
on which Lord Kylsant’s conviction rested was really an after
thought. In the first place the charge of issuing statements
known to be false was the whole gravamen, but afterward the
issuance of the prospectus containing false statements was added
to the complaint and upon this Lord Kylsant was found guilty.
The comments in the English papers have been illuminating.
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Let us quote from an editorial note in the London Times of
July 31st:
“Two men stood in the dock. One, Lord Kylsant, was a man
of sixty-eight, bearer of a name which his own career had hon
ored, chairman and guiding spirit for many years of what had
become one of the greatest shipowning concerns in the world.
The other, Mr. Morland, was a man trusted among his fellows,
partner in a famous firm of chartered accountants. Both were
charged with fraud. If there can be degrees of gravity in charges
of the kind brought against two men of this pivotal value in the
commercial life of the country, then the charge against Mr.
Morland was the graver in point of public importance. If it had
succeeded it must have been a heavy blow to a profession whose
integrity is really its life, and a shock to public confidence that
would not have been soon or lightly forgotten. That has all been
averted in the best possible way by the verdict which the evidence
plainly required and by the acquittal of Mr. Morland. The
first charge against Lord Kylsant—which was accompanied by the
charge against Mr. Morland of aiding and abetting him—was
that of issuing the annual reports of the Royal Mail Steam Packet
Company for the years 1926 and 1927 in a form intended to de
ceive the shareholders. Lord Kylsant is acquitted of that charge,
but there was a second against him alone. He was further
charged with issuing a prospectus which he knew to be false with
intent to deceive the investor. On that count Lord Kylsant has
been found guilty and has been sentenced to twelve months’
imprisonment in the second division.”

It is true, as The Times points out, that
a conviction of Mr. Morland would have
been a serious blow to the accounting
profession and in a way to all com
mercial affairs of Great Britain. This seems to have been recog
nized by the press and the bar throughout the case. It is a little
difficult for us in America to understand some of the features of
this prosecution, but it is only fair to remind ourselves that there
is a marked difference between the philosophy of investment in
England and America. The English investor is regarded some
what as a permanent partner in the concern and he may not be
disturbed by temporary fluctuations in earnings as the American
investor would be. Here, we believe that the man who buys
stocks may be only a temporary holder, as indeed he usually is,
and the actual condition of affairs at any given moment is of
prime importance to him. We believe that security values
should be the absolute liquid values so far as possible. Conse
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quently, American practice has grown apart from the English,
and we may be inclined to be rather more censorious of adherence
to undesirable traditions, but the truth remains that the stock
holder is entitled to know the facts. During many years there
has grown up in Great Britain the custom of issuing merely
short statements which do not mean very much. Now, it seems
high time that a substantial reform take place. Accountants
have not been sufficiently firm. They have been far too willing
to acquiesce in tradition.

The whole system of British finance is
shaken by the Royal Mail case and if it
should prove that British accounting
practice may be strengthened as the result of this attack, it will
have been worth while. The accounting profession in London has
always played an important part in the world of finance and any
thing which tends to discredit it is injurious to the whole finan
cial community. If any member has been guilty of criminal acts,
the duty to prosecute is obvious though unpleasant. In the present
case one is led to wonder why the charges against Mr. Morland
were launched, as his counsel stated, without the slightest oppor
tunity for explanation. To prosecute without an opportunity
to explain, when the facts, once they are disclosed, dictate ac
quittal, is an unwarranted injury to an honorable profession and
to the community, as well as to the accused, but if we must ex
press astonishment at the method of initiation of the prosecution,
we must reiterate praise for the eminently fair manner in which it
was prosecuted. In the police court counsel for the crown ap
peared to be as embarrassed as counsel for the defense by the un
judicial observations of the lord mayor, and, throughout, every
point presented by the crown which told in favor of the defense
appears to have been frankly pointed out. Altogether the case
aired matters that needed airing and will doubtless lead to valu
able reforms in the general financial practice of England. The
method of seeking reform may be criticized, but if it was to be em
ployed it is perhaps fortunate that a leading member of the pro
fession, well able to prepare and present an effective defense, was
chosen as the object of attack. The reputation of Mr. Morland is
such that the acquittal will obviate any lurking suspicions of
guilt not proven that might have followed had a less prominent
accountant been accused.
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On September 15 th and 16th the annual
meeting of the American Institute of
Accountants will be held in the city of
Philadelphia. The Institute has numerous influential members
in Philadelphia and the adjacent country and there should be
attendance of many men resident in the neighborhood. In
addition, there will, of course, be the customary number of visitors
from the more distant places and the committee which is in charge
of arrangements has predicted that the attendance will be much
greater than usual. This year those who do not attend will find
it difficult to convince their fellows that their absence is due to
pressure of work. There may be other reasons for non-attendance
but it certainly will not be the fault of an insistent army of clients.
In a time of depression such as the present, it will be well for
members of the profession to get together, renew and strengthen
old friendships, cheer one another and so be ready for the accession
of activity which is expected soon.

Annual Meeting
of Institute
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By R. Logie

While attending the bankers convention I was informed by one
of the delegates that he could find plenty of accountants to pre
pare intricate and elaborate statements on trends of an organiza
tion but few who had the technical knowledge of the industry to
present them in a proper manner. This criticism of the ac
countant is, I fear, justified. The accountant’s statement is
generally presented to the president of the organization, who in
most cases is well versed in the technical end of the business, and
to the banker, who generally lacks the technical knowledge. No
complete discussion of the results is made. This in most cases is
due to the lack of accounting knowledge in the case of the presi
dent and to the lack of the technical knowledge in the case of the
accountant and banker.
During my experience as an accountant I have watched the
professional man being raised from a mere “thief catcher” to the
business doctor and analyst. It is my opinion that a still further
step can be made by acting as the connecting link between the
technical and the accounting factors. Few accountants will deny
that at least an elementary knowledge of the industry is of im
portance, since familiarity with the qualities and application of
the product, raw materials employed and method of manufacture
will enable him to make a more comprehensive study of the prob
lems in the industry.
Recently I had the privilege of visiting a few of the clay product
plants in Ohio and found this industry a very interesting study for
the accountant. The presentation of this subject is not free from
difficulties because most accountants have a limited knowledge of
geology and ceramic technology. Therefore before taking up the
finished product, a brief discussion of the extraordinary raw
material used is desirable.
GENERAL DESCRIPTION OF RAW MATERIAL

Clay is one of the most fascinating materials found in nature
Argillaceous earth or clay, which we often think of as mere mud,
is a remarkably complex material of untold geologic ages and
offers an almost unlimited field for investigation. Many interest
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ing articles have been written on the origin of clays, but the best of
them can do no more than speculate as to the sources from which
clays have been derived, on account of their prehistoric origin and
subsequent changes. This remarkable raw material includes a
variety of substances that may differ widely in chemical, mineral
ogical and physical properties, no two clays being exactly alike.
From researches made, it would appear that all clays are derived
from the decomposition of certain rocks.
The technology of clay is covered by voluminous literature and
affords interesting reading and study of this most useful, most un
known and most complex material so vital to our industries. The
names of the many varieties of clay, derived from their principal
uses, are too numerous for mention. However, for the purpose
of this article, clays may be divided into three classes: surface
clays of more recent formation or the upheaval of older deposits;
shales of a clay formation, which natural pressure has changed into
a more or less rigid nature, almost to the form of slate; and fire
clays mixed at deeper levels and so called because of their refrac
tory qualities.
All clays possess the property of becoming more or less plastic
when mixed with water, thus permitting them to be moulded into
articles in any desired shape or form, which they retain when dry
and they can be converted into a hard rock-like substance by heat.
When one is asked what constitutes a list of ceramic products,
the question is hard to answer, as clay has so many uses that it is
impossible to list them all. A rough classification may be made
as follows:
USES AND PRODUCTS

Structural products. Common, paving and face brick; sewer or
sanitary pipe; drain tile; hollow block; terra cotta; conduits;
roofing tile; flue lining and chimney pipe; floor, wall and fireplace
tile.
Refractories. Fire-clay brick and special refractories.
Pottery, etc. Tableware; stoneware; art pottery; electrical
insulators; porcelain specialties and enamel ware.
Minor uses. Food adulterant; paint fillers; crayons; paper
filling; cosmetics; modeling; water softening; taxidermy; oil
filtering; scouring soap; toilet and tooth powders; insecticides;
ink bottles; emery wheels; pins; smoking pipes; filter tubes;
plaster; alum.
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Use as fillers. Extremely valuable as adulterants and as min
eral fillers for rubber, linoleum, oilcloth, etc. The finer clays are
extensively used in the manufacture of high-grade paper, window
shades, etc.
The foregoing list, although not complete, will give one a gen
eral idea of the wide ramifications of the clay industry, and its
importance to the metallurgical industry and others, not to men
tion its importance as fundamental in the growth of plant life.
ORGANIZATION

The various characteristics of clays and shales and their varied
physical and chemical compositions should be recognized by those
entering the clay industry. Each deposit of clay should be care
fully studied in order to determine its economic value. Before a
clay deposit can be commercially exploited, it ordinarily requires
an expensive plant to be built, except in a fortunate discovery of a
high-grade china or kaolin deposit. The many abandoned plants
all over the country stand as silent testimony that the clay in
dustry is no place for the amateur but one which requires a careful
study by competent persons, with regard not only to the physical
nature, behavior and extent of the clay deposit, but also to the
cost of mining.
Other equally important matters to be studied are the kinds of
product that can be made and type of machinery, drier and kilns
to be used; cost of fuel, which is required in large quantities; the
labor market; the investment required in cost of land, construction
of plant, working capital and also, one of the chief considerations,
market conditions. Points to be considered under the last head
ing are the probable demand for the product, comparison of the
price obtainable with cost of production, competition from other
sources, selling expenses and transportation costs. Clay mining
is a long-time proposition. Mistakes are costly and too much
stress can not be laid on the need of cooperation in ascertaining
the most economical means of production and marketing of the
products made.
MINING AND QUARRYING

Clays are obtained by quarrying those sufficiently near to the
surface and by mining those at lower depth. Fire clays are usu
ally mined like coal but the majority of shale clays are quarried
with explosives. The stripping or removal of the overburden is
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accomplished by means of steam-shovel, drag lines and cableways.
In some instances, the overburden is used for tempering the clay
itself. The excavation work is generally done by means of steam
shovels, shale planers, drag lines and cableways and the loosened
clay or shale is loaded on various types of conveyors. The prepa
ration of the raw material for manufacture begins at the mine or
pit and generally consists of a little hand-picking or screening,
with the exception of the higher grade clays, which require more
careful treatment.
The accounting procedure in recording the cost of mining the
raw material offers no real complications and the cost of a ton
delivered to storage bins at the plant should be readily obtainable.
From a survey of cost sheets used by clay workers, it would
appear that there is need of a standardized form for recording
mining costs. A comparison of the cost of mining in various clay
mines would show considerable variations because each mine pre
sents a different problem, as some require the material mined to be
selected and blended, some have a larger amount of overburden to
be handled or longer hauls to the plant, and some have special
problems met in mining. However, I believe that these problems
are too often advanced as the explanation for high mining costs
when the real trouble is due to inefficient mining methods, poor
mechanical equipment and inefficient operations.
STORING RAW MATERIALS

The clay or shale is delivered to the factory in an uncrushed
condition and is stored in bins. This practice guarantees a
continuous supply of raw material, although in some cases it is
necessary to blend materials, where one or more clays are used.
Certain clays are easier worked if exposed to the weather, although
for other clays exposure may be harmful. Bins are also used for
storing the raw material after it has been crushed.
PREPARATION OF CLAY

The majority of clays used for manufacturing purposes require
to be ground or pulverized. Large pieces of clay are reduced by
means of a crusher and then conveyed to the grinders or dry pan.
The grinder or dry pan consists of heavy rolls or wheels with steel
tires set in a revolving pan with a perforated bottom. These
heavy wheels grind the raw clay into fine particles, which are
pushed through the bottom of the pan by a scraper. The pulver
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ized dry clay is then conveyed over a screen, through which the
particles fine enough pass to the ground-clay storage bin. The
ground clay is then tempered or mixed with water to a paste of
uniform consistency. This operation is performed in a wet pan,
which is similar to the dry pan, with the exception that the bottom
is not perforated. A pug-mill is also used for this operation in
some instances. The tempering or mixing is an important phase
of the manufacturing and requires the exercise of great skill to
form a mass of the proper plasticity. In some cases a coarse
grog is used to reduce the density of the clay and stop blistering
when under heat.
It should be noted that the foregoing is a general description of
the methods used in the preparation of clay. The extent to which
the operations are carried out depends on the ware produced. A
bulky product, such as brick and tile, can not afford a complicated
procedure, whereas in the case of higher grade ware a more minute
preparation may be desired.
MANUFACTURE OF SEWER PIPE

On account of the rather large list of ceramic products, it is
quite impossible to describe the methods of manufacture in every
case. The description of manufacture will be confined to the
sewer-pipe industry which will serve as an example.
Before describing the methods used in production, a brief
description of the general appearance of a sewer-pipe plant may be
desirable. The size of the building and the ground required for
the plant may impress one. Let us take a hurried trip through
the plant and see why so much space is required. On one side
of the building adjacent to the railroad tracks is the power house.
Near the middle of the building are the clay storage bins. From
there we go to the dry pans or grinders and then to the screening
operation and ground-clay bins. More conveyors lead to the wet
pans, where the clay is tempered and conveyed by elevators to the
press feeder and thence to the moulding machinery. The moulded
clay is then taken to the drying room, where it is left to dry out.
When we consider that some of the larger sizes of pipe remain as
long as two weeks in this room, we can obtain an idea of the space
required for this operation. When the green ware is properly
dried, it is taken to the kilns, adjacent to the building, for burn
ing. The burned ware is stored in the yard, which covers consid
erable ground as the manufacturer must keep a good supply on
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hand on account of the length of time required to complete the
product. The plant is so planned that full use is made of gravity
to convey the raw material. The relation of floor space to press
capacity and kiln floor space to drying space is well balanced.
PRODUCTION

Sewer pipe is made from a clay or shale whose physical proper
ties are such that they will either burn to a vitrified body or one of
low absorption and also take a salt glaze. The clay or shale is
thoroughly ground and tempered into a dough of uniform con
sistency and then moulded in a special form of press. The tem
pered clay is fed into the mud cylinder of the press and is forced by
steam pressure out of the lower end of the press through a die in
the form of a sewer pipe. In the orifice end of the clay cylinder
the bell or hub is formed first, and when the socket former portion
of the die is released, the pipe issues in a cylindrical tube of the
required length. The pipe is then turned end for end so that the
bell or hub will be upward. The larger sizes of pipe are turned in
a cradle; the smaller ones are turned by hand.
Sewer pipes are made in diameters from 3 to 36 inches, the
length varying from 24 to 36 inches. For the construction of
larger sewers generally ranging from 36 to 108 inches, segment
blocks are used. These blocks are hollow and are manufactured
in a manner similar to the manufacture of sewer pipe. Special
shapes such as traps, sockets and elbows, are generally made by
hand in plaster moulds. The green ware is then taken to the
drying room by hand trucks. This operation requires great care
in handling. The drying room is heated at a uniform tempera
ture to prevent cracking. The waste heat from the kilns and the
exhaust steam are forced through pipes running below the floors
of the drying room. In some of the older plants, the floors are
slotted and permit a complete circulation of hot air. However, in
the more modern plants the floors are tight and the heating pipes
are so arranged as to permit uniform drying, except in the manu
facture of conduit, in which the slotted floors are more advanta
geous.
BURNING

The pipes when properly dried are placed vertically in a round
down-draught kiln, the smaller size pipes inside the larger ones,
and around the fire bags and piled vertically to the height of 8
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feet, one on top of another but in such a way that there is com
plete circulation and draft around each piece. Trial pieces are
placed near the doors in such a way that they can be taken out
through spy holes. The floor of the kiln consists of large sized
fire brick so placed as to span a small smoke duct. These small
ducts are connected at the ends to a cross duct, which in turn
discharges into the main flue leading to the chimney. Short
chimneys from the fire boxes are arranged along the inside wall.
The heat from the fire rises to the top of the kiln and thence
passes downward through the pipe or “set” ware and out through
the openings in the floor to the stack. An electrical pyrometer
registers the temperature at the top and the bottom of the kiln.
The pipe, when taken from the dry room, contains approximately
3% of moisture and in order to prevent cracking, the burning is
commenced with small fires. This period is referred to as the
“water-smoking” period and is employed for the purpose of
taking all the moisture out of the pipe. The temperature is grad
ually increased until what is termed the oxidation period begins.
Up to this period the firing is carefully conducted to permit the
release of gases through the body of the pipe. Following this
period the temperature of the kiln is rapidly increased to the
vitrification point. The temperature required to produce the
latter process will vary according to the character of the clay.
GLAZING

When the kiln has reached a temperature of not less than 1,150
degrees, salt is thrown into the fires. At this stage of burning,
the outer and inner surfaces of the pipe or set ware are wet with
melted silica. The intense heat separates the salt into two com
ponents—chlorine and sodium. The sodium vapor combines
chemically with the melted silica to form the glaze so essential to
sewer pipe product. The chlorine contents of the salt passes
through the chimney as smoke. The entire period of burning
sewer pipe takes from 2 to 12 days, depending upon the size of the
pipe and the clay used. The temperature of the kiln is gradually
reduced by slowly opening the top and the kiln door.
FINISHED PRODUCT

The burned ware is inspected as it is taken from the kiln and
then is placed in the storage yard. No other product receives the
severe test which the sewer-pipe product is required to stand,
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namely “trial by fire.’’ Any defects on account of poor work
manship or material used not found during the process of manu
facture are accentuated by the intense heat at which the product
is burned and they can be detected readily. The finished product
must be clear from blemishes; the glaze should be smooth and
continuous; the pipe should be straight and round and free from
cracks. The percentage of first-class pipe obtained from each
kiln setting is approximately eighty-five per cent. Of the balance
of the setting, ten per cent, contains defects and is classed as
seconds and five per cent, is worthless.
MATERIAL RECORDS

From a survey of the sewer-pipe plants visited, it would appear
that no standard system of inventory records is maintained. At
one plant a record of the finished product in total tonnage is kept
on the monthly cost-of-production sheet by including a record of
the tonnage sold. Most of the sewer-pipe plants have to borrow
money, and the tendency on the part of the bankers is to demand
monthly statements. An accurate inventory record, therefore,
would seem desirable and I believe would be of material help to the
plant operator. A perpetual inventory of the raw material and
supplies, work in process and finished product would materially
assist in finding unfavorable conditions and also to control over
production. It appears to be the practice at many plants to take
a physical inventory semi-annually. In pricing the finished goods
the trade list price is used and a percentage is deducted from the
total inventory to reduce to cost. The cost-per-ton figure is
used in computing the percentage to deduct from the list price to
reduce the inventory to cost. For all practical purposes the list is
$60.00 a ton. In some cases the costs are kept on a list-price
basis which results in showing costs at a percentage of the list.
This percentage is applied in calculating the net amount of the
inventory.
Both methods are theoretically inaccurate because there is a
great variation in sizes and shapes of sewer pipe manufactured.
As an example, if one manufacturer produced nothing but spe
cials and fittings, his costs would not be more than twenty per
cent, higher than if he was manufacturing nothing but straight
pipe. However, his inventory would be twice as high as the inven
tory of straight pipe, because the list price of a fitting or special
is four times the price of a foot of pipe or twice the price of one
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length of two-feet pipe. Most of the manufacturers carry one
fitting for every thirty feet of pipe in order to maintain a well
balanced inventory. In using the cost method on the list basis,
the double-strength pipe, which weighs considerably more than
the standard pipe, is valued at the same list price as the standard
pipe, no credit being taken for the additional weight.
In using the tonnage method of computing costs, advantage is
taken of additional weight of double strength as compared with
standard, but no credit is taken for fittings, as they weigh practi
cally the same as straight pipe. Under the list method credit is
taken for fittings as they are priced on the list basis at four times
the price of one foot of pipe. In comparing the two methods of
keeping costs, one advantage would appear to offset the other.
At one plant both methods were kept for a period of three months
and the variation proved to be only a matter of one-third of one
per cent, of the list, or twenty cents a ton.
CONTROL OF PRODUCTION

Production and selling might be classified as the two principal
activities of a plant. The success of a sales organization depends
largely on the ability of the production department to make an
article of quality at a price which will permit sale advantageously
in a competitive field. The systematic control of production and
methods of manufacture play an important part in the success of a
business. The control of production is more or less a sales esti
mate or budget to which the whole organization works. The
seasonal nature of the business demands that during the winter
months the manufacturer build up his inventory to meet the
requirements for the product in the spring. The lowest inventory
point is generally about the month of November and the highest
about March. If the manufacturer produced only small size
pipe, the cost of a ton would be lower than one producing large
and small pipe. This is due to the fact that the larger size pipe
requires more time to burn and consequently more coal a ton than
small pipe.
A carefully planned schedule is necessary to obtain the maxi
mum efficiency through effective utilization of plant capacity.
There must also be a well balanced inventory. However, the
predominant factors in the determination of low costs are efficient plant planning and economical firing. In factory operation
many of the older sewer-pipe plants are handicapped in compari
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son with more recently constructed plants with modern ma
chinery, conveyor systems and efficient plant planning. A careful
study of all operations from mining clay to the finished product is
required to determine the most efficient methods. If necessary,
labor must be replaced by mechanical equipment to effect in
creased production. It should be noted, however, that the in
stallation of additional machinery and rearrangement of plant
would entail additional investments with a resultant increase in
overhead charges in the form of depreciation, etc., which can not
be dismissed in case of a shut-down as can labor charges.
From statistics available, it appears that sewer-pipe plants are
operated at an approximate average of sixty per cent, capacity
and this requires careful consideration in plant reorganization.
The cost of firing or burning the ware constitutes a major portion of
the finished cost and offers quite a field for study. The determina
tion of the best fuel, proper firing methods and efficiency of kilns
are points to be considered. It is my opinion that an investment
made for the services of an industrial engineer and the installation
of a proper cost system would not only benefit the plant operator
but would also tend to stabilize the industry in general.
COST OF PRODUCTION

If every producer knew his cost of production, there would be
fewer failures in the sewer-pipe industry and higher and more
nearly uniform prices would prevail. Of the cost systems at
present in use, many are inadequate and are misleading in some
ways. Most of the systems are merely a division of the monthly
expenses by the total tonnage drawn for the month, and no con
sideration is given to work in process. No attempt is made to
obtain costs by departments.
A few of the points a trustworthy system should cover follow:
(a) The recording of the actual cost in material and labor by
departments. These departments may be classified under two
general headings: producing—-those through which the material
passes; and non-producing—those not directly engaged in manu
facture of the product but merely serve the producing depart
ments.
(b) The determination of overhead and general expenses by
departments and the proper allocation to the product.
(c) The establishment of a normal unit cost by operations for
comparison with actual cost figures.
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(d) The maintenance of perpetual inventory records to control
quantities.
(e) The cost records should be in such form as to furnish the
necessary data relative to all operations from start to finish in a
manner which will permit close regulation. The records should
also provide for the proper recording of exceptional conditions,
such as those caused by the shut-down of plant.
(f) The establishing of controls in the cost records to afford a
ready method of reconciling the results with the financial records.
The market conditions in the sewer-pipe industry have been in
a rather unsettled condition for a few years and the producers
association has made several attempts to effect a remedy. It is
my opinion that an educational campaign among the erring mem
bers to encourage the installation of proper accounting records,
would accomplish much.
BURNING COSTS

Fuel used in the burning operation is an important element of
expense in the industry. The contents of the kiln must be in
uniform states of progress at all points or else some of the finished
product will be inferior or off grade. As a check on this operation
a card is kept for each kiln setting and the readings are recorded
periodically, with the amount of fuel used. Most companies use
a master schedule as a guide for the firing operation.
LABOR COSTS

Labor requirements will vary with the locality and general
layout of the plant. Even, in the more modern plants, however,
where equipment has replaced labor to a certain extent, it still
remains an important element in cost. The major portion of the
labor employed is paid on an hourly basis. In certain depart
ments (for example, clay mining, cleaning kilns, setting, drawing,
moulding, car loading, etc.) where the quality of the product could
not be reduced by hasty work, it has been found advantageous to
use the piece-work basis.
Daily reports are compiled showing the distribution of the labor
and the factory output. The daily reports should be compiled in
such a manner that the output per man for each process can be
readily ascertained. Too much stress can not be laid on the im
portance of keeping a close watch on labor costs. The establish182
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ment of the labor cost of each process, based on normal production
and a comparison with actual costs, will be found very advan
tageous.
OVERHEAD AND ITS DISTRIBUTION

In the factory, overhead or burden is often looked upon as a
necessary charge compiled by the accounting office over which the
factory has no control. This is an erroneous conclusion to draw,
as the overhead expense should be ranked in importance with
labor and burning costs. Like the latter it is more or less under the
control of the factory. The distribution of overhead by depart
ments and the establishment of a normal overhead rate will give
the operator a better understanding of what part overhead plays
in production costs. In all sewer-pipe plants, depreciation, renew
als and maintenance charges are an ever troublesome problem.
At one of the large sewer-pipe plants in Ohio the rates of depre
ciation used are influenced by the large amount of expenditures
for maintenance. In the case of buildings, machinery, equipment
and automobiles this method of establishing depreciation rates
does not appear to be practicable. However, some modification
might be devised for this practice in the treatment of kiln depreci
ation. In order to obtain low burning costs, the kiln equipment
must be maintained at a maximum efficiency. The maintenance
of a maximum efficiency requires periodic expenditures for re
pairs, relining, new flues, new crowns, etc. These expenditures in
a period of ten years may amount to the original cost of the kiln.
It is interesting to note that under the British income-tax regula
tions, no depreciation is allowed on kilns, but an allowance is
made for the cost of repairs, renewals and rebuilding. The cost of
new kilns and of extensions to existing kilns is treated as capital in
the ordinary course.
In the treatment of other equipment, a distinction should be
made between capital expenditures and ordinary maintenance ex
pense, and rates used for depreciation should be based on the life
of the various classes of properties. In order to establish uniform
rates a proper classification of the property accounts is necessary.
From a survey of rates used in the industry, a reasonable rate of
depreciation would appear to be as follows: buildings—frame
four per cent.; brick two per cent.; machinery and equipment
seven and one-half per cent.; kilns and stacks seven and onehalf per cent.; automobiles twenty-five per cent.
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The cry of “lower costs” is a familiar one to the factory super
intendent. Generally the superintendent has no accurate cost
system to guide him and in his attempt to lower costs he cuts the
maintenance charges. The effect which this would have is best
illustrated by the experience of a producer operating four fac
tories. In a comparison of the cost per ton produced by each
factory, it was disclosed that one of the plants maintained a lower
cost than the other three. The succeeding period disclosed a
reversal. An investigation and inspection of the factory was
made and it was found that the low costs prevailing in the former
period had been achieved at the expense of the equipment. In
order to bring the equipment up to maximum efficiency, a heavy
outlay of expenditure was necessary. The maintenance charge is
an important element of cost, and provision should be made in
the accounts at an estimated amount in addition to depreciation.
ELIMINATION OF WASTE

In every plant leaks of material, labor or expense are bound to
occur. If proper records are kept showing the amount of mate
rial, labor and overhead expense necessary to complete each
process through which the product passes, any increase in any one
of these items will be revealed by a comparison.
At present the manufacturer is required to carry three different
types of each size of pipe, namely American Society for Testing
Materials’ dimensions, deep and wide socket and standard socket.
This is a heavy burden to the manufacturer and can only be reme
died by an organized educational campaign for the standardiza
tion of the product. Other industries have made considerable
progress towards standardization of their product and the sewer
pipe industry can be greatly helped.
GENERAL

A cost system properly installed is one of the greatest aids to
factory efficiency. Untrustworthy or inadequate figures of cost
of production are often the root of unfair competition and business
failures. No attempt is apparently made by many of the com
panies to keep a record of production costs by sizes. The princi
pal reason advanced is that to keep such a record would require an
elaborate system, as a kiln setting does not, in most instances,'
contain the only one size of pipe. Smaller sizes are placed inside
the larger sizes and in some cases specials are placed on top. It
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would appear that the installation of a system to obtain costs by
sizes would produce such information of sufficient value to offset
the objection raised.
DELIVERY EXPENSE

The drive towards efficient operation and lower costs does not
end when the product is made and placed in the yard. One more
service must be rendered to the buyer, namely the delivery of the
product. Most of the product is shipped by railroad and prac
tically all plants have a railroad siding adjacent to the storage
yard. The items of delivery expense include labor loading cars,
lumber for packing and general overhead. Freight on delivery
is included in the selling price and is an offset against gross sales.
MARKETING MANAGEMENT

Knowledge of market conditions is essential to the success of a
business. It is one thing to manufacture a good product and an
other thing to sell that product. A careful study of the market
conditions in the territory supplied should be made to learn the
approximate amount of business, partiality to any particular
product, trade channels and sales resistance in the form of price
cutting, production of inferior goods and ignorance of prospective
buyers as to merits of product.
SALES ORGANIZATION

The larger sewer-pipe companies have established sales offices
and storage yards in the principal cities in their territories.
However, although the trend appears to be toward direct contact
with the buyers, a major portion of the product is sold through
agents. Compensation is generally made to agents on a commis
sion basis and to salesmen on a salary basis.
PRICE LISTS

Price lists published by the Eastern Clay Products Association
are used by all eastern manufacturers. The listed prices are based
on a price of $60.00 a ton for standard pipe and $45.00 a ton for
double-strength pipe and are subject to various discounts of from
forty-five per cent, to eighty-five per cent., depending upon
strength, size and quality of pipe. Cash discounts are sometimes
allowed of five per cent. to dealers and five and ten per cent. to
jobbers. It is particularly noticeable that all specials are priced
at a cost considerably higher than standard product.
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COMPETITION

In former years clay products had little competition from other
industries in the sewer-pipe field. However, of recent years, the
concrete industry has made progress and at present is a keen
competitor in the larger sewer-pipe productions. In the larger
installations concrete pipe has a decided advantage because it
can be constructed at the site of the project. The advertising
done by the concrete association to promote concrete products of
all description is of outstanding importance. The sewer-pipe
manufacturers’ dealings are generally made with contractors,
architects or engineers and through advertising the merits of clay
sewer pipe the industry could be benefited.
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Criminal Law and Its Relation to Accountancy
By Michael S. Forest
It is a well settled principle that everyone is presumed to know
the law of the land, both common and statute, and that ignorance
of the law furnishes no exemption from criminal responsibility.
The accountant who is familiar only with that phase of the civil
law which deals with commerce should also understand the
criminal law, especially those features of it which may relate to
commerce, finance and other subjects within the scope of the
accountant’s activity. This paper is prepared for the purpose of
presenting some of the aspects of the criminal law which may
have a bearing upon the practice of accountancy.
Thoroughly to understand the possible relationship of criminal
law to accountancy, it is necessary to define terms which are
relevant.
The great body of law is divided into many parts. Two of the
main divisions are the civil and the criminal law. In the present
discussion there will be no attempt to deal with procedure but
rather with those acts or omissions which constitute crimes. I
shall further limit myself to crimes not involving moral turpitude,
violence or injury against the person.
The law of many states regarding crimes is statutory, and what
constitutes a crime can be ascertained by reference to the statutes
of the respective states. In New York the penal law defines a
crime as an act or omission forbidden by law and punishable upon
conviction. This definition is somewhat in need of elucidation.
In the commission of a crime we are frequently concerned with
two parties; to wit, the principal and the accessory. A principal
is a person concerned in the commission of a crime, whether he
directly commits the act constituting the offense or aids and abets
its commission, and whether present or absent. A person,
therefore, who directly or indirectly counsels, commands, induces
or procures another to commit a crime, is a “principal.”
A person who, after the commission of a felony, harbors, con
ceals or aids the offender, with intent of having him perhaps
avoid or escape from arrest, trial, conviction or punishment, or
having knowledge or reasonable ground to believe that such
offender is liable to arrest, has been arrested, is indicted or con
victed or has committed a felony, is an “accessory” to the felony.
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The statute of the state of New York does not adequately
define the terms misdemeanor and felony. Suffice it to say,
however, that a misdemeanor is a crime of less degree than a
felony, and a felony is a crime punishable by death or imprison
ment in a state’s prison.
In the commission of a crime we often are met with the question
of intent to commit the crime, or motive, malice and other consid
erations too numerous to mention. An interesting and yet con
cise presentation of this phase of the subject is presented to us in
the following excerpt:
“To constitute a crime the act must, except in case of certain
statutory crimes, be accompanied by a criminal intent or by such
negligence or indifference to duty or consequences as is regarded
by the law equivalent to a criminal intent. Neglect in the dis
charge of a duty or indifference to consequences is in many cases
equivalent to a criminal intent.” (2 Corpus Juris 1.)

The law has even gone a step further in holding that the most
laudable motive is no defense where the act committed is a crime;
and on the other hand a bad motive does not make an act a crime
if it is not so in law.
True enough, the ethical standards in the accounting profession
are in a great many respects far above the standards set by the
law in relation to our dealings with the public. It is however
essential that the accountant be fully apprised of his legal obliga
tions to his client as well as to the state or sovereignty under
whose jurisdiction he resides and practises.
The foregoing cursory interpretations of the criminal law are
presented to the accountant because of their pertinence to the
subject at hand.
The accountant is continually called upon to prepare financial
statements, he is asked for his advice and opinion, required to
testify before legal tribunals, and because of these manifold duties
he must be ever on guard not to be the dupe or pawn of unscrupu
lous business enterprises. By his unintentional negligence, by his
unintentional indifference to duty, the accountant may unknow
ingly commit a crime for which he may be held responsible either
as a principal or an accessory.
It is well to remember that if a person who was injured by the
commission of a crime has condoned the offense or made a
settlement with the defendant or with some person on his behalf
it does not relieve the defendant or bar a prosecution by the state.
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The element of personal liability to the accountant for negli
gence in the performance of his work may be both civil and
criminal, and despite the fact that the person injured has recourse
to the civil courts, there still attaches the right of the state to
prosecute criminally. The law has held in numerous cases that
the public and the person injured by a crime each has a distinct
although concurrent remedy; for a criminal act is both a private
and a public wrong, and these remedies may operate simultan
eously. Recovery in a civil action, therefore, does not bar crimi
nal prosecution.
In the course of his work the accountant comes across acts
performed by his client which in many instances constitute a
crime. Yet, because he is unaware that such acts constitute a
crime, he may issue financial statements, with or without the
qualified certification, as to the accurateness, etc., of the books
audited, and thus becomes either a principal or an accomplice to a
crime. To illustrate this point I refer the reader to the case of
People v. Grossman, 241 N. Y. 138. This case dealt with bucket
shops. The penal law relating to bucket shops is as follows:
“Bucket Shops. Sect. 390. Any person, . . . whether acting
in his, their or its own right, or as the officer, agent, servant,
correspondent or representative of another, who shall, make or
offer to make, or assist in making . . . any contract respecting
the purchase or sale, either upon credit or margin, of any securi
ties . . . and without intending a bona fide purchase or sale of
the same . . . but intending a settlement of such contract based
upon the difference in such public market quotations or prices at
which said securities or commodities are, or are asserted to be,
bought or sold; . . . shall be guilty of a felony.”

One of the defendants in this case was a bookkeeper whose
principal duty was to take charge of the books of the concern
whereon were carried fictitious and misleading accounts. The
bookkeeper understood perfectly well, for some time before the
occurrence of the particular transactions under review in this
case, that the business which was carried on and the conduct of it
in which she was taking part was of an unlawful character, pro
hibited by the penal law.
The court in rendering its decision held the bookkeeper guilty as
an accomplice.
From the opinion of the chief justice in this case, the inference
can be drawn that the accountant who is engaged by a firm that
maintains a bucket shop and is fully aware of the criminal purpose
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would also be an accomplice and be guilty of a felony. I quote
part of his decision—
“possessing entire knowledge of its criminal purposes, a jury could
say that each of these witnesses became, some time before the
transactions in question, part of the organization whose purpose it
was to fleece victims by bucket shop methods. Each one had an
appointed place in the organization and in the operation of the
machinery by which unsuspecting people were drawn into the
trap and defrauded of their money. . . . It is immaterial that
somebody else possessed the ‘master mind’ or that these wit
nesses, were tools or agents or employees. A master mind is no
protection to the tool who yields to it and engages in the commis
sion of what he knows is a crime. The criminal law does not
recognize the rules of principal and agent as an exoneration of the
latter from liability and the orders of a superior do not erect a
protective bulwark between the employee or tool who engages in
the commission of a felony and responsibility for the part which he
plays no matter how subordinate it may be.”
To what extent this doctrine would be carried by the courts is
difficult to say. It is my opinion that the accountant, who is
familiar with the circumstances, as was the bookkeeper in the fore
going case, would be held as an accomplice. The tone of the
judge’s opinion goes even further—it implies that an employee of
the accountant would possibly be held as an accomplice.
This principle of law can be extended to other criminal cases.
Would the accountant who is employed to audit, prepare state
ments and generally to render acounting service for one who is
conducting an illegal business, such as a gambling establishment,
be guilty as an accomplice? According to the foregoing decision
the answer would probably be in the affirmative and the account
ant would be held criminally liable. It is possible, however, that,
because the crime had already been completed, the accountant
having worked after the commission of the crime, might not be
held responsible. On the other hand, if his work spread over a
period of time, during which he counseled and advised, in addition
to auditing, the law might construe his acts as part of the crime.
The penal law of New York, as well as many other states,
scrutinizes the acts of officers, directors, trustees or employees of
banking corporations more than it does those of ordinary business.
The reason is obvious. The accountant will do well to consider
those sections of the penal law. (In N. Y. sections 290 to 305,
inclusive.) A brief summary of these sections will give an insight
into their content. The subject deals with the sale or hypothecation
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of bank notes by officers; bank officers overdrawing their accounts
or asking for or receiving commissions or gratuities from persons
procuring loans or making overdrafts of their accounts; receiving
deposits in insolvent bank; issuing false statements or rumors as
to banking institutions; falsefication of books, reports or state
ments of corporations subject to the banking law, etc.
The adages that the shoemaker should stick to his last, and that
anyone who is his own lawyer usually has a fool for a client still
carry their appropriate lessons. No physician should advise how
to build bridges, nor should an accountant advise on matters that
are within the domain of the lawyer. The accountant’s knowl
edge of the law is only to be used to avoid unnecessary litigation
and to aid him in the pursuit of his calling. The accountant
may express his opinion in general terms when his client is
doing an illegal act, but he should advise the client to consult
counsel.
Where a client is engaged in an illegal pursuit the duty rests
upon the accountant to prepare for filing a tax return setting forth
the true profit of the client. The law is that anyone who is en
gaged in an illegal pursuit must pay a tax on the profits.
The accountant who is called to testify as a witness at a trial
and is advised by his client that the subpoena need not be an
swered, or that it was merely a formality and that he need not
appear, should remember that he is committing a crime. Sect.
379 N. Y. penal law states:
“A person who is, or is about to be a witness upon a trial, hear
ing, or other proceeding, before any court, or any officer author
ized to hear evidence or take testimony, who receives, or agrees or
offers to receive, a bribe, upon any agreement or understanding
that he will absent himself from the trial, hearing, or other pro
ceeding, is guilty of a felony.”

See also the case of People v. Maynard, 151 App. Div. N. Y.
790. The law held that a person who, when about to be sub
poenaed as a witness before the grand jury (or any legal tribunal),
accepts a bribe to absent himself is guilty of a violation of this
section.
In order to prevent legal entanglements it is always advisable to
keep all work sheets, statements and other documents of the
clients available for use when called upon as a witness. One
should always guard against the accusation of having wilfully
destroyed any papers.
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A person who, knowing that a book, paper, record, instrument
in writing or other matter or thing is or may be required in evi
dence, upon any trial, hearing, inquiry, investigation or other pro
ceeding, authorized by law, wilfully destroys the document with
intent thereby to prevent the same from being produced, is guilty
of a misdemeanor.
The following section of the penal law dealing with the subject
of fraud should be of interest to the accountant:
“A person who, with intent to defraud or conceal any larceny or
misappropriation by any person of any money or property:
1. Alters, erases, obliterates, or destroys an account, book of
accounts . . . belonging to, or appertaining to the busi
ness of a corporation, association, public office or officer,
partnership, or individual; or
2. Makes a false entry in any such book of accounts; or
3. Wilfully omits to make true entry of any material particular
in any such account or books of account, made, written, or
kept by him or under his direction
is guilty of forgery in the third degree.” (Sect. 889 Penal Law,
N.Y.)

“the object in view of this statute . . . was to protect the cor
poration, association, partnership or individual who owned the
books from being defrauded by means of false entries or altera
tions therein. The statute was intended to be a protection against
domestic or internal attack, against treachery and betrayal from
within.” People v. Brown, 140 App. Div. 591. (Italics mine.)
It is also the law that if with the intent to defraud the creditors
and to conceal from them and from other persons interested mat
ters materially affecting the financial condition of the firm an em
ployee feloniously, alters, erases and obliterates an entry in the
books, whether at the direction of the employer or with his con
sent is guilty of a crime. See People v. Fish, 177 App. Div. 152,
154; see also Bishop on Criminal Law, Vol. 1 Sect. 355.
Should the accountant, however, conspire with the client to
defraud creditors by giving counsel and advice he would be guilty
of a crime. Likewise should the accountant conspire with an
employee to falsify the records for personal gain he would be
guilty of a violation of Sect. 889, supra.
It is not expected, in the eyes of the law, that the accountant
detect every criminal act of an employee. It is, however, ad
visable that the accountant use every precaution to prevent being
involved in such criminal proceedings. Where the accountant is
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aware that an employee of his client is violating this section, that
he is making false entries or erasures, for his (employee’s) own
gain, he should report the matter to the employer. His failure to
disclose this information might involve a prosecution for criminal
negligence.
Quite frequently the accountant is confronted by an insolvent
debtor seeking discharge from his debts. If the records disclose
any violation of the law the accountant should inform his client.
The penal law provides :
“A person who being an applicant as an insolvent debtor, for a
discharge from his debts, or for exoneration or discharge from im
prisonment, or having made a general assignment of his property
for the payment of his debts, wilfully:
1. Conceals any part of his estate or effects, of any book, ac
count, or other writing relative thereto; or
2. Omits to disclose, to the court . . . any debt which he has
collected since the presentation of his application; or
3. Makes or presents ... in support ... of application,
. . . schedule, book, account, voucher . . . knowing
the same to be false; or
4. Fraudulently makes ... or alters, obliterates, or destroys
an account . . . relating to the condition of his affairs
is guilty of a misdemeanor.”

Where the accountant is called upon to prepare a statement to
be used in proving a fire loss, it is advisable that he thoroughly
verify the former existence of the assets alleged to have been de
stroyed. The law holds that a person who presents or causes to
be presented, a false or fraudulent claim or any proof in support of
such claim for the payment of a loss upon a contract of insurance
is guilty of the commission of a crime. The law further penalizes
any person who prepares, makes or subscribes a false or fraudulent
account, certificate, affidavit or proof of loss or other document or
writing with intent that it may be presented or used in support of
such claim.
This law also applies where a person knowingly makes or causes
to be made, either directly or indirectly, or through any agency
whatsoever, any false statement in writing, with the intention that
such false statement reliance shall be placed upon it. A person
making such statement with the foregoing intentions, respecting
the financial condition or means of ability to pay, of himself, or
any other person, firm or corporation, in whom he is interested, or
for whom he is acting, for the purpose of procuring in any form
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whatsoever the delivery of personal property, the payment of
cash, the making of a loan on credit, the extension of credit, or for
similar purposes, is guilty of a crime.
Where the accountant, in the course of his audit, detects mis
conduct of officers and directors of stock corporations he should
use the utmost care to prevent the possible claim of conspiracy
and should render his report setting forth such misconduct to the
proper body. What constitutes misconduct on the part of a
director or officer is defined in the statutes.
A director of a stock corporation, who concurs in any vote or
act of the directors of such corporation ... by which it is
intended:
1. To make a dividend, except from the surplus profits arising
from the business of the corporation, and in the cases and
manner allowed by law; or
2. To divide, withdraw, or in any manner pay to the stock
holders, or any of them, any part of the capital stock for
no consideration; or
3. To discount or receive any note ... in payment of an in
stallment of capital stock actually called in, and required
to be paid, ... ; or
4. To receive or discount any note ... to enable any stock
holder to withdraw any part of the money paid in by him
on his stock; or
5. To apply any portion of the funds of such corporation,
except surplus, directly or indirectly, to the purchase of
shares of its own stock; or
6. Issues, participates in issuing, or concurs in a vote to issue
any increase of its capital stock beyond the amount of the
capital stock thereof, duly authorized by law
is guilty of a misdemeanor.

Any director, officer, agents and employee of a corporation
. . . or joint stock corporation who:
1. Knowingly receives or possesses himself of any of its prop
erty otherwise than in payment for a just demand, and
with intent to defraud, omits to make or to cause ... to
be made a full and true entry, ... or
2. Makes or concurs in making any false entry, or concurs in
omitting to make any material entry in its books, ... or
3. Knowingly concurs in making or publishing any written
report, exhibit or statement of its affairs . . . which is
false, or
4. Having the custody or control of its books, wilfully refuses or
neglects to make any proper entry in the stock book of
such corporation as required by law, or to exhibit or allow
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the same to be inspected, and extracts to be taken there
from by any person entitled by law to inspect the same
... ; or
5. Refuses or neglects to make any report or statement lawfully
required by a public officer,
is guilty of a misdemeanor.
The accountant is in confidential relationship to his client. If
the client sees fit to disclose the financial condition of his concern
he is always at liberty to do so. If the client, as often happens,
desires to dispense with the services of his accountant, for no ap
parent or justifiable reason, the former relationship of confidence
still exists. We must control our emotions to prevent the
commission of a crime. As justified as he may think he is, the ac
countant, if he maliciously publishes by writing, printing or other
wise than by mere speech, any statement which exposes any living
person to hatred, contempt, ridicule, or causes, or tends to cause
any person to be shunned or avoided, or has a tendency to injure
any person, corporation, or association of persons, in his or their
business or occupation, is guilty of libel. A letter stating that a
business firm is in a bad financial condition and has made state
ments entirely at variance with the facts, and that several suits
have been commenced against it is libelous.
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Profit Accounting*
By Clinton W. Bennett
The growth of accountancy has paralleled the industrial and
commercial development of the United States. As business grew
and expanded, greater demands were made upon accountants,
until today the auditing of books and checking of accounts usually
comprises a comparatively small part of the engagements per
formed by the well-established accounting organization. As
business and commerce have broadened, so have the fields cov
ered by the accountants become equally broad, until now all
phases of business organization, operation and control are
embraced in their activities.
I feel hesitant in proceeding so far into an exposition of the
activities undertaken by our profession, and yet it seems necessary
for me to do so in leading up to a discussion of my subject which
necessarily embraces the whole business structure.
Business needs better accounting control. In fact, because
of its absence, the business structure is in danger. President
Coolidge once was quoted as saying that “The business of
America is business.” That is undoubtedly true, and being true
it likewise means that when the business structure totters, the
entire national well-being becomes seriously affected.
Let us briefly consider a few of the problems with which busi
ness is beset.
First is the effect of competition. Now, competition is a
healthy condition, and one of the famous American campaign
cries was that “Competition is the life of trade.” Today, we
have the opposite picture. Competition is fast becoming the
death of trade. There are today two very distinct and different
types of competition. First is the competition that exists be
tween concerns producing and selling the same general type of
product. That is the well-known kind of competition. Then
there is the second and very much more serious kind of competi
tion, namely, competition between products. This latter type
of competition is distinctly a product of the new high-pressure
machine age.
Consider, for example, the phonograph industry. Ten years
ago, few responsible people would predict anything but continuing
* Portion of an address before the Kiwanis Club of Haverhill, Massachusetts.
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prosperity and expansion for the phonograph companies. People
were constantly moving to a higher standard of living, and were
becoming more and more musically minded. The business was
divided between about six leading firms, and prices were main
tained upon a fair level, so that all concerned could make profits
and at the same time give the public fair treatment. That was
the kind of competition that is the life of trade. Then what hap
pened? Out of the laboratories stepped genii with little boxes.
They calmly twirled a dial and flooded the place with beautiful
music, in fact, with everything the phonograph had, plus more,
out of the air. Almost over night, the surplus of one of the largest
phonograph companies was reduced from several million dollars
to practically zero, and today, the mechanical phonograph is
becoming rare.
Again, consider the refrigerator industry. While the condition
existing among the ice box manufacturers was not quite as satis
factory as that of the phonograph manufacturers, the industry
was on the whole in splendid condition. Sound and intelligent
competition existed between the various manufacturers. Then,
about ten years ago, we began to hear of this or that household
installing one of those funny ice boxes that didn’t use ice. In
fact, in 1922, I sat in the office of the president of one of the largest
refrigerator manufacturers in the country and asked him what he
was doing to meet the approaching problem of competition from
the electrical refrigerator. “ Nothing,” said he, waving his hand,
“the electric refrigerator is a fad; it is not practical and will never
seriously compete with ice.” So there he sat in his fool’s paradise,
built of glass on shifting sands. And his reasoning seemed per
fectly logical: it could not happen, but it did. And as an indica
tion of just how strenuously it happened, consider the fact that
two companies alone have sold approximately 1,500,000 electrical
refrigerators in the United States. There are 1,500,000 highpriced ice boxes that he and his fellow manufacturers did not sell
and will never sell.
So much for competition.
Then we have the effect of changing tastes on business. Let
us consider men’s clothing, as men are supposed to be conservative
creatures and not given to quick and startling changes, particu
larly in the matter of dress. Well, let us see how it goes in this
industry. Not so many years ago, many of us wore tubular
hosiery. Then what happened? Over night, no one wanted
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tubular hosiery any more. Everyone demanded "full-fashioned ”
stockings. The result was that the hosiery manufacturers who
had been reasonably prosperous for years suddenly found them
selves with large investments in plant and equipment, all prepared
to manufacture stockings in tremendous quantities for which
there was no demand. Likewise, the wholesalers and retailers
with those goods on their shelves found it not only impossible to
sell the stockings at the regular price but next to impossible to
move them at any price. One large hosiery manufacturer, who
had spent millions of dollars in building up goodwill for his tradename in the consciousness of the buying public, suddenly found
his plant obsolete and his goodwill valueless because his machines
would not knit "full-fashioned” stockings.
Not so many years ago, most men wore high shoes in the winter,
and some men wore them all the year through. Now, almost
every one wears low shoes continuously. Here again, this change
took place with cyclonic rapidity and had a far-reaching effect.
The shoe manufacturer who failed to sense the changing trend
and continued his regular production schedules was out of luck.
The retailer was caught with stocks of stagnant goods on his
shelves, while the effect of this change in fashion had a most de
pressing result on the leather industry and the shoe lace industry,
not to mention the cotton yarn industry and the mercerizing
and dyeing industry.
Here are, briefly, a few examples of changing style.
Another factor that has had a tremendous effect upon some
industries is directly the result of the increased prosperity and
purchasing power of large groups of people. Starting with the
world war, the purchasing power of the masses in the United
States was enormously increased. For a time, this had a stimu
lating effect upon business generally. Then it began to affect
individual industries. Some were helped and others were dam
aged. As we made more money, we developed more expensive
tastes, and our scheme of living stepped up a notch or more,
depending entirely upon the status of our new station. For
example, we stepped out of the cotton class into the silk class.
Here is an instance of increasing prosperity and increased pur
chasing power which severely damaged an entire industry. In
fact, it is my opinion that increased purchasing power on the part
of the masses, more than any single factor, can be blamed for the
enormously reduced demand for cotton-mill products.
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Finally, a fourth factor that has had great effect upon business
is that of rapid transportation and communication. With the
radio and the telephone, combined with the enormous amount
of national advertising that is being done, people in the most
remote communities are thoroughly acquainted with product and
style changes. Think, for example, what this era of speed in
communication and travel has done to the local jobbers and
wholesale houses around the country. Large national chains or
other organizations are selling directly to the local retail grocer or
druggist or dry-goods merchant, and the jobber or wholesaler
who used to get this business has followed or is following, the
buggy manufacturer over the hill to oblivion.
Examples of this sort could be multiplied many times and in
many different industries. The instances mentioned clearly
indicate the tremendous and powerful forces that are gnawing
at the very fundamentals of American business. Therefore,
I repeat that the business structure is in danger, and unless first
aid is given promptly and energetically, chaotic conditions can
quite conceivably develop.
As a people, we are temperamental, bombastic and single-track
minded. We capture an idea and then we ride it to death. We
have the biggest of everything—the biggest automobiles, the
biggest buildings, the biggest bull markets and the biggest bear
markets, the biggest booms and the biggest panics. When things
are going well, they can never change, and then when they go ill,
we are sure they will never improve. Nationally, it seems almost
an impossibility for us to weigh all sides of a problem, reach a sane
solution, and then abide by it devoid of sentiment. Therefore,
because of this national temperament, it becomes imperative for
us to develop and place into effective use some means of guiding
ourselves between the economic pitfalls and hold in check our
outbursts of unwarranted optimism and pessimism.
“Well,” one asks me, “what do you propose as a solution to
this problem?” My answer is that the first step needed is intel
ligent and effective accounting control. By accounting control,
I do not mean simply a so-called cost system with a multitude
of pretty forms operated by a battery of clerks with pencils on
their ears. Neither do I mean simply a more modern set of
books in the office. One could have both of these and yet not
have any semblance of accounting control. By accounting
control, I mean a complete and continuous grasp of all phases of
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business. Every business, whether a manufacturing or trading
enterprise, has three fundamental divisions. These divisions
are:
1. Producing
2. Distributing
3. Managing.
These basic divisions are present in every enterprise, whether
it is a peanut stand on the corner or the United States Steel
Corporation. All have the same problems of producing, dis
tributing and managing with wide local variations. The problem
that every executive has to face is how to control these phases of
his business.
It was not long ago that production was the important
problem of the manufacturer. For years, his only problem was
that of procuring a sufficient quantity of goods to fill his orders.
There was little question that there would be a demand for his
products after they had been manufactured. As a result, our
manufacturers concentrated upon the problem of making the
finest goods obtainable. We were committed to the proposition
that “if a man build a better mousetrap, write a better book or
preach a better sermon, the world will beat a path to his door.’’
As manufacturing became more developed and commenced
to take its rightful place beside agriculture as a major industry,
and, further, as more and more people became dependent upon
employment in factories for a livelihood during the last two
decades of the nineteenth century, an increasing amount of
thought was accorded to the importance of manufacturing
economies. This resulted in speeding up production, manufac
turing in huge quantities for stock and, in general, elimination
of special order or job work to a considerable extent. This
practice continued with increasing momentum during the first
two decades of the present century, until it reached a climax as a
result of this constant growth in producing ability upon an everincreasing scale of efficiency, coupled with industrial plant
expansion brought about by the great war.
Following the collapse of the 1920 artificial business boom, our
manufacturers, distributors and retailers were suddenly con
fronted with a radically increased competitive condition, of a
character that had not been previously experienced. Effective
selling assumed an importance that had never before been ac
corded this phase of commercial activity. Directly new and
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radically different methods of industrial control became neces
sary. Instead of the former procedure that had been found so
effective during the past generation, it became essential to adjust
all schedules to the consumer’s demand, as it was definitely found
to exist through the sales-promotion division of the business.
Those concerns and those industries that were not too deeply
involved in tradition immediately started the development of im
proved sales methods and took steps to balance their manufac
turing with their distribution. Naturally, the new industries
that had grown up in the period when this transition from a
seller’s to a buyer’s market was becoming more pronounced were
able to adjust themselves much more readily to the changed
conditions than were the older concerns and industries who had
enjoyed in many instances phenomenal growth, both in size and
profits, under the old order of things. Therefore, those concerns
and those industries that have been able to control all phases of
their business from the raw material through to the ultimate
consumer are the ones that are in the saddle today.
What has accounting to do with this? This is a sales problem.
Quite true, but my reply is that accounting has a very great deal
to do with it. In the first place, business is conducted solely for
profit. Without profit, there can eventually be no business.
Therefore, the first consideration of the executive, whether he
be a manufacturer, a wholesaler or a retailer, is that of making an
adequate profit. I wonder how many men feel that they are not
making a satisfactory profit in business at this time. We are
in the midst of a depression of far-reaching importance. As a
result, we are prone to tell ourselves that our unsatisfactory
showing is directly the result of the depressed state of business.
In some instances, that is true. For many industries and many
concerns, however, the depression never will be over. It is in
periods of adversity that we develop strength. Therefore,
business men all over the United States are as never before
studying every phase of their business—strengthening the
organization here, cutting expense there, increasing efficiency over
yonder. The result of all this will mean that the strong and the
fit will thrive at the expense of the weak and unfit. Therefore,
I repeat that for those without vision the depression will never end.
Now the first step in the improvement programme is to know
where we are. Profit accounting will furnish this information.
I say “profit accounting” advisedly. We have too long been
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thinking in terms of cost accounting, general accounting, sales
accounting. Each of these divisions has its proper place in the
whole piece, but it is in profits that we are interested. Therefore,
why not start with profits as the objective? We are told by
experts on thrift that the way to save money is to determine the
desired amount and then put it away regularly before paying
other bills. There is no difference between operating a business
and handling one’s personal affairs. If the individual man con
tinues to spend all he makes, he is operating at no profit and will
eventually experience difficulties. The same is true of a business
organization. Therefore, profit accounting provides a profit as
the first step. We first determine the percentage of profit we
desire to make. This we deduct from the selling price, leaving
as a result the total desired cost of the article. Next we tabu
late the actual cost of producing the product. This will include
absolutely all costs—material, labor, manufacturing expense,
selling expense, administrative expense—in fact, every cost that
should be borne by the product in question. The total actual
cost so obtained will then be compared with the total desired
cost. If the total actual cost is lower than or equal to the desired
cost, the profit desired will be obtained if the goods are sold at the
determined selling price. If, on the other hand, the actual cost
exceeds the desired cost, there are three plans to consider:

1. To increase the selling price
2. To reduce the cost
3. To accept a lower net profit.

Under this plan of profit accounting, we face the problem while
yet corrective measures can be taken, instead of waiting until
the end of the year or other period and suffer disappointment at
the result.
As a part of the programme of finding out where we stand is
the problem of the market. Who is going to buy our goods?
The large and successful concerns are spending tremendous
amounts of money in answering this question to their satisfac
tion. It is useless to keep on producing if in the aggregate more
goods of this kind are being offered for sale than can be profitably
sold. Blindly indulging in the practice of trying to sell enough
goods at a loss to make a profit in a market that is over-stocked is
one of the fundamental reasons why so many formerly successful
concerns have met disaster. Let me also sound a note of warn
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ing. Simply hiring additional salesmen and attempting to
force sales is not the answer. In fact, more often than not this
practice merely aggravates an already serious situation. It is
not the volume of business that counts. It is the volume of
business sold at a profit that interests one. And profitable sales
can not be obtained simply by high-pressure driving methods.
They can not be obtained by following someone’s lead. They can
only be had through intensive and intelligent study of all sides
of the merchandising and sales problem. Not only must one
know the volume of business available in each class of products,
but one must also know how many are competing for the busi
ness and the ability of the industry to produce this volume.
These are the problems studied today by successful firms in all
kinds of business to avoid spending time and money in chasing
business, where, due to the excess of production over consump
tion, adequate profits are impossible.
As one of the finest examples of complete organization control,
let us consider the automobile industry. These organizations,
through the control of all their operations from the raw material
through to the consumer, have been in the forefront of those that
have applied with conspicuous success the methods enforced by
this changing era. In 1929, the automobile industry badly
overestimated the purchasing ability of the public. The dance
of the millions had given them, in common with many others, an
erroneous impression of actual conditions. As a result, the indus
try suffered badly from excess production. The effectiveness
of the control of this industry over its business has, however,
been clearly shown during the intervening space of time. Instead
of blindly producing, manufacturing schedules were immediately
adjusted to consumers’ demands. Today, the large automobile
concerns are shifting production schedules monthly, in accord
ance with actual purchases.
As representative of the opposite school of thought, consider
the textile industry. This industry was exceptionally successful
and profitable under the old regime, and as disappointingly un
successful and unprofitable under the new conditions. Here we
have an industry of specialists with far too little organized effec
tive control. One company spins the yarn, another dyes or
bleaches the yarn, another weaves the cloth, another finishes the
cloth, and another sells the cloth. Frequently, in addition to
these several parties, a commission merchant sells the yarn, an
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other commission merchant sells the cloth to the converter who
sells it to the retailer, who in turn sells it to the consumer. When
there was business enough to go around and, further, when there
was a premium placed upon quality merchandise, this old plan
of highly specialized operating was most successful and served to
keep each organization thinking only of its particular phase of
activity. But when the new competition suddenly appeared,
and in almost all branches of manufacturing, plant producing
capacity in excess of consuming ability developed, the organiza
tion with a direct control over all phases of its business could
quickly and effectively adapt its operations to the new and changed
conditions where the old concerns with so much handling were
hopelessly at sea. Furthermore, until the textile manufacturers
take a leaf from the book of the automobile industry and control
all phases of their operations through to the consumer, and adjust
their manufacturing in accordance with definitely determined
consumer demands, they are going to continue in the slough of
despond. The solution of their problem is distinctly in their
own hands.
A certain cigar manufacturer made it his proud boast that his
cigars were distributed in every locality having a post-office in
the territory to which he catered. Now that sounded logical.
But when modern merchandising analysis, coupled with profit
accounting control, was applied to his business, a very different
light was thrown on the problem. In Maine, for example, it was
found that if this company sold all the cigars used in certain
communities, the business would not cover the cost of selling.
Here was a case where direct selling had to be coordinated with
jobber distribution. Where there was real volume to be had,
aggressive direct selling was found to be the thing. But in the
sparsely settled regions, it was found profitable to sell only
through jobbers situated in the logical trading centers. The
result was intensification of effort in the centers of population,
and sales also at a profit in the rural sections.
Enormous amounts of money are being tossed away yearly in
ill-advised sales methods, when intelligent market analysis,
coupled with profit-accounting control, would quickly and effec
tively point to the proper plan.
Profit accounting, in a word, provides a yardstick of measure
ment over all phases of operations. This is true of manufacturer,
jobber, wholesaler or retailer. A manufacturer must know his
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manufacturing costs accurately. Furthermore, these costs to be
of any real value must be known before the order is taken and not
after the goods have been made. A dealer must know his pur
chase costs accurately. Then regardless of sales methods, he
must know what it costs to market different products and what
are the costs of doing business, exclusive of selling. Profit ac
counting provides all this. In addition, it tells one each month
how his actual operating results compare with his predetermined
measurement. Thus one can constantly keep his fingers on the
pulse of the business. He will know where he is going before he
starts. He will be leading his business and not chasing it.
I feel very strongly about this radically changed business con
dition and the apparent failure of our old industries to take steps
to meet it. It is the duty of bankers, who are the business and
financial advisers of the community, to insist that their customers
take steps now to study their individual problems and find out
where they are going. They owe it to their customers, depositors
and themselves. The future success of business men depends
entirely upon control of their business.
Our country will emerge from this depression and march on to
greater heights. But many concerns will not be among those
present at that time. Now is the time to scrap tradition, to
tighten the belt, and to step out. It is the time for us to lift our
eyes unto the hills, far across the valley of the shadow in which
we are today.
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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinion of the editor
of the Students’ Department.)
Examination in Accounting Theory and Practice—Part I
May 14, 1931, 1:30 P. M. to 6:30 P. M.
No. 5 (15 points):
John Smith is the principal stockholder in the Smith Oil Company and in the
past year has advanced large sums of money to the company.
The officers of the company call upon you to audit the accounts and records
and certify certain statements to be used for credit purposes.
Following is a trial balance, together with other data:
Trial balance—December 31, 1930
Dr.
Cr.
Cash............................................................................... $
3,500
Accounts receivable......................................................
45,000
Inventory—crude oil....................................................
5,000
Lease A..........................................................................
775,000
Lease B..........................................................................
440,000
Furniture and fixtures..................................................
1,500
Notes payable...............................................................
$ 10,000
John Smith....................................................................
400,000
Reserve for depletion and depreciation—Lease A. . ..
125,000
Capital stock.................................................................
500,000
Surplus—January 1, 1930............................................
100,000
Oil sales—Lease A........................................................
350,000
Production expense—Lease A......................................
125,000
Provision for reserves—Lease A........................................
75,000
General expense..................................................................
15,000

$1,485,000 $1,485,000
Extract from minutes of directors’ meeting
“Offer of John Smith to forgive indebtedness owing by the company to him,
explaining in his offer that his action is due to losses in drilling dry holes on
Lease B, the advances having been made by him for purpose of development of
this lease. The directors accept the offer and instruct the officers to credit the
donation against losses on Lease B.”
Examining the accounts, you find sundry credits to the account of Lease B
for material salvaged but, upon inquiry, ascertain that all material has been
removed from this lease. Other accounts are found to be in order.
Statements prepared by the company’s bookkeeper and approved by the
officers, show total assets $705,000; total liabilities $510,000; surplus available
for dividends $195,000, and net income for the year $95,000.
Would you accept these and certify the balance-sheet? If not, why?
Submit your balance-sheet and relative profit-and-loss statement in ac
cordance with the facts given and explain the reason, or reasons, for the dif
ferences between your findings and those of the bookkeeper.
Solution:
Presumably the balance-sheet prepared by the bookkeeper was somewhat
as follows:
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Smith Oil Company
Balance-sheet—December 31, 1930
Assets

Current assets:
Cash.............................................................................
Accounts receivable.....................................................
Inventory—crude oil...................................................

Lease A............................................................................
Reserve for depletion and depreciation.....................
Furniture and fixtures....................................................

$ 3,500
45,000
5,000
----------$775,000
125,000
-----------

$ 53,500
650,000
1,500

$705,000

Liabilities and net worth
Liabilities:
Notes payable..........................................................
$ 10,000
Capital stock...............................................................
500,000
----------- $510,000
Surplus available for dividends (net income for year,
$95,000)...................................................................
195,000
$705,000

The accountant should not certify a balance-sheet unless he, or members of
his staff of accountants, have verified the items appearing in the balance-sheet.
This particular statement is incorrect because (1) the capital stock is shown
among the liabilities, instead of in the net worth section, (2) no depreciation
has been provided for the wear and tear on the furniture and fixtures, (3) the
earnings are not correctly stated, (4) the material salvaged from the abandoned
lease B is not accounted for, and (5) the amount shown as available for divi
dends is misleading.
The only information that the problem gives relative to the liability of
$400,000 shown in the trial balance as due to John Smith is the extract from the
minutes of the meeting held by the board of directors of the Smith Oil Com
pany. If this is the only information available to the accountant, and if he is
unable to confirm the forgiveness of the indebtedness by Mr. Smith, he should
include the $400,000 in his balance-sheet as a liability of the company. How
ever, if after investigation the accountant is satisfied that the transaction was
bona fide, and was cancelled prior to the date of his balance-sheet, he should
transfer the amount of the liability to donated surplus. Even though the
directors “instructed the officers to credit the donation against losses on lease
B,” the accountant should not consider this amount as a reduction of expenses,
or losses, but should show it for what it really is—donated surplus. For the
purpose of this solution, the transaction with Mr. Smith is considered as having
been verified.
A company such as this, with wasting assets, may legally declare dividends
up to the amount of its surplus account and depletion reserves, as it is generally
understood that dividends from companies with wasting assets are payments
out of earnings or are liquidating dividends, or both.
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The cost of lease B, assumed to be $440,000 should be written off to surplus
account rather than against operations of lease A. However, for income tax
purposes, the loss on the dry hole is deductible in ascertaining the amount of
taxable income for the period.

Smith Oil Company
Statement of profit and loss for the year ended December 31, 1930
Oil sales—lease A...........................................................
$350,000
Production expense—lease A.........................................
$125,000
Provision for depletion and depreciation—lease A........
75,000
----------200,000
Gross profit......................................................................
General expenses.............................................................

$150,000
15,000

Net profit for the year (before provision for depreciation
on furniture and fixtures)........................................

$135,000

Smith Oil Company
Balance-sheet—December 31, 1930
Assets

Current assets:
Cash.......................................................................... $ 3,500
Accounts receivable.....................................................
45,000
Inventory—crude oil...................................................
5,000
----------Lease A............................................................................ $775,000
Less—reserve for depletion and depreciation............
125,000
----------Furniture and fixtures....................................................

$ 53,500
650,000
1,500
$705,000

Liabilities and net worth
Current liabilities:
Notes payable..........................................................
$ 10,000
Net worth:
Capital stock............................................................ $500,000
Donated surplus..........................................................
400,000

Total........................................................................
Surplus—January 1, 1930........................ $100,000
Profits for the year 1930.........................
135,000

Total......................................................
Less—loss on lease B................................

$900,000

$235,000
440,000

Deficit......................................................................

205,000
-----------

695,000
$705,000
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Part II—May 15, 1931, 1:30 P. M. to 6:30 P. M.
The candidate must answer all the following questions.
No. 1 (40 points):
John Roberts died on June 30, 1926, leaving a will which appointed Jane
Walters his executrix.
On July 15, 1926, the will was admitted to probate and an inventory was
filed listing the following assets:
Cash in First National Bank.............................................
100 shares of Atlas stock—cost $15,000:
Market value, June 30, 1926........................................
“
“ , July 15, 1926. . ....................................
$10,000 par value 6 per cent. Colonial bonds:
Market value, June 30, 1926.........................................
“
“ , July 15, 1926.........................................
Household furniture...........................................................
Rolls Royce automobile.....................................................

$20,000
$20,000
22,000

11,500
10,800

5,000
8,000

The will provided that James Brown, the faithful servant of Roberts, was
to receive $5,000; that Miss L. Ryan was to receive $5,000 par value Colonial
bonds; that Jane Walters was to receive the household furniture and the
automobile; and that Tom Green was to receive $5,000, payable out of the
testator’s account in the First National Bank.
The will further provided that all the assets remaining after the payment of
all lawful debts were to be held in trust for Walter Roberts, nephew of the
testator. It further stipulated that in the event of there being unpaid debts
at the time of death, or if any debts were incurred or losses sustained on the
sales of assets subsequent to death, neither the payment of these debts nor the
losses should be applied in reduction of the residue, but rather in the following
order:
1 General legacies
2 Specific legacies
Demonstrative legacies
The clause creating the trust provided that the net income of the residue
be used for the education and support of Walter (nephew) and that upon his
reaching the age of twenty-five years, the corpus of the trust be turned over
to him, thus terminating the trust.
The interest on the Colonial bonds is payable April 1st and October 1st.
The transactions of the executrix for the year were as follows:
1926
July 15 Paid preliminary probate expense...................................... $ 100
Aug.
1 Collected dividend from Atlas stock, declared June 15,
1926..........................................................
400
Aug. 15 Ralph Cohen presents a one-year note signed by Roberts
on August 15, 1925, in amount $3,000 bearing interest
at 6 per cent. per annum. Cohen was holding, as
security, $5,000 par value Seaboard 6 per cent. bonds.
The interest on the bonds (coupons), payable October
1st and April 1st, has been collected by Cohen. The
court ordered the executrix to pay the note with interest
and to take over the bonds. On June 30, 1926, the
Seaboard bonds were worth par.
Sept. 1 Paid funeral expenses........................................................
800
15 Dividend declared on Atlas stock, payable October 15,
1926. .. ............................................................................
400
Oct.
1 Collected interest on Colonial and Seaboard bonds
15 Collected dividend on Atlas stock
Nov. 1 Paid to guardian of Walter for his education and support..
500
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Dec.

With the consent of the court, the executrix sold the
Colonial bonds which were being held for the benefit of
Walter, at $110 and accrued interest
15 Paid expenses of last illness of testator............................
1

$1,000
1927
Jan.
1 With the consent of the court, the executrix purchased
$3,000 par value, 6 per cent. Corporation bonds at $98
and accrued interest. Interest payable February 1st
and August 1st
Feb.
1 Paid debts of decedent......................................................
3,000
Collected interest on Corporation bonds
Mar. 15 Dividend declared on Atlas stock, payable April 15, 1927..
800
Apr.
1 Sold 50 shares of Atlas stock, with the consent of the court,
at $190 ex-dividend
Collected interest on Colonial and Seaboard bonds
15 Collected dividends on Atlas stock
July 15 The court ordered the legacies paid and the residue turned
over to the trustees.
The specific legatees have agreed to furnish the executrix with enough
cash to cover charges against their legacies for debts and losses in order that
they may take the specific property willed.
You are required to prepare journal and cashbook entries to record the
above transactions and submit charge and discharge statements as to principal
and income.
Note.—The following are acceptable definitions of terms in the problem:
General legacy—a legacy payable out of the general assets of the estate, as
distinguished from a demonstrative or a specific legacy.
Specific legacy—a gift by will that specifies a particular thing.
Demonstrative legacy—a legacy to be paid out of a particular amount of
money or quantity of other property that is pointed out.
Solution:

Journal entries of Jane Walters, Executrix

Estate

of John

Roberts

(1)
July 15, 1926:

Cash in First National Bank............................................. $20,000
Atlas stock—100 shares...................................................... 20,000
Colonial bonds 6%—par value $10,000............................
11,500
Household furniture...........................................................
5,000
Rolls Royce automobile.....................................................
8,000
Dividends receivable—Atlas stock....................................
400
Accrued interest receivable:
Colonial bonds................................................................
150
Estate corpus..............................................................
$65,050
To record the inventory of assets on the books.
The bonds held by Ralph Cohen as security, and the interest accrued thereon
at June 30, 1926, should be taken up by a credit to “assets not inventoried.”
This account is really a part of estate corpus but is used for the purpose of
distinguishing between those assets originally inventoried and those subse
quently discovered.
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(2)
August 15, 1926:
Seaboard bonds 6%—par value $5,000.........................
$5,000
Accrued interest (Seaboard bonds)....................................
75
Assets not inventoried................................................
$5,075
To record the Seaboard bonds held by Mr. Cohen, and
the interest accrued thereon at June 30, 1926.
The amount of cash to be paid to Mr. Cohen on August 15, 1926, on the note
of John Roberts was determined as follows:
Note dated August 15, 1925............................................................ $3,000.00
Accrued interest to June 30, 1926, chargeable to estate corpus:
Interest for 10½ months at 6% per annum on $3,000..............
157.50

Total......................................................................................
Less—Interest coupons on 6% Seaboard bonds of a par value of
$5,000 collected by Mr. Cohen on October 1, 1925, and April 1,
1926...........................................................................................

$3,157.50

Chargeable to estate corpus.................................................
Add—Interest from June 30, 1926 to August 15, 1926, chargeable
to income..................................................................................

$2,857.50

Total disbursed to Mr. Cohen.............................................

$2,880.00

1926
Sept. 15

Dec.

Dividends receivable..................................................
Income...............................
To record dividends declared on Atlas stock
payable October 15, 1926.

Loss.......................................................

Apr.

22.50

(3)

(4)
1 Loss on realization.......................................................
Colonial bonds.........................................................
To record the loss on 5,000 par of Colonial
bonds sold.
Inventoried at.......................................... $5,750
Sold for.....................................................
5,500

1927
Mar. 15

300.00

250

$400

250

$ 250

Dividends receivable..................................................
Income.....................................................................
To record the dividend declared on Atlas stock,
payable April 15, 1927.

(6)
1 Loss on realization......................................................
Atlas stock..............................................................
To record the loss on the sale of 50 shares of
Atlas stock.
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Inventoried at........................................
Sold for...................................................
Loss.....................................................

$10,000
9,500

$

500

The will provided that “in the event of there being any unpaid debts at the
time of death, or if any debts were incurred or losses sustained on the sales
of assets subsequent to death, neither the payment of these debts nor the
losses should be applied in reduction of the residue, but rather in the following
order.

1. General legacies
2. Specific legacies
Demonstrative legacies
The amount of the unpaid debts, those incurred subsequently, and the
losses sustained on the sales of assets are tabulated below:
Debts and expenses:
Preliminary probate expense..............................
$ 100.00
Payment to Ralph Cohen chargeable to estate
corpus...................................................................
2,857.50
Funeral expenses.....................................................
800.00
Expenses of last illness of testator.........................
1,000.00
Debts of decedent paid February 1, 1927.............
3,000.00
------------Losses on sales of assets:
On sale of Colonial bonds................................... $ 250.00
On sale of Atlas stock.............................................
500.00
-------------

Total....................................................................

$7,757.50

750.00
$8,507.50

Under the stipulation of the will, the debts, expenses and losses totalling
$8,507.50 shown above must be applied in reduction, first, of the general legacy
to James Brown, and, second, the remainder against the specific and demonstra
tive legacies. The specific legatees agreed to furnish the executrix with
enough cash to cover any charges against their legacies. The following
schedule sets forth the amount due from the specific legatees, and the amount
deductible from the payment to the demonstrative legatee, Tom Green.

Amount of debts, expenses, and losses............................................
Deduct:
General legacy of James Brown..................................................
Remainder to be applied against the specific and demonstrative
legacies......................................................................................

Accounted for as follows:

$8,507.50
5,000.00
$3,507.50

Legatee
Miss L. Ryan............................... .........
Jane Walters................................. .........
Tom Green.................................... .........

Amount of Pro-rata
legacy
share
$ 5,750.00 24.21%
13,000.00 54.74
5,000.00 21.05

Amount
$ 849.18
1,919.90
738.42

Total.......................................... .........

$23,750.00 100.00%

$3,507.50
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(7)
1927
July 15 Legacy—Miss L. Ryan.........................
Legacy—Jane Walters...........................
Legacy—Tom Green.............................
Legacy—James Brown..........................
Funeral and administrative expense..
Debts of decedent..............................
Loss on realization.............................
To apply the expenses, debts and
losses against the general, specific and
demonstrative legacies, as stipulated.

July

15

July

15

$

(8)
Legacy—Miss L. Ryan..........................
Colonial bonds....................................
To record the payment of specific
legacy. See cash-book entries for
interest payments on bonds.

849.18
1,919.90
738.42
5,000.00

$1,900.00
5,857.50
750.00

5,750.00

(9)
Legacy—Jane Walters...........................
Household furniture...........................
Rolls Royce automobile.....................
To record the payment of specific
legacy.

5,750.00

13,000.00

5,000.00
8,000.00

The payment of the demonstrative legacy to Tom Green is recorded in the
cash book, and is accounted for as follows:
Payment of cash................................... $4,261.58
Share of expenses, debts, etc.................
738.42
Total..................................................

$5,000.00

(10)
1927
July 15 Accrued interest receivable....................
Income.......................................... .
To record the interest accrued since
April 1, 1927, on the following:
Seaboard bonds................. $52.50
Corporation.......................
87.50

Total..............................

July

15

July

15

140.00

$

140.00

$140.00

(11)
Assets not inventoried...........................
Estate corpus......................................
To transfer the assets subsequently
discovered into estate corpus.

(12)
Estate corpus.........................................
Legacy—Miss L. Ryan......................
Legacy—Jane Walters.......................
Legacy—Tom Green..........................
Legacy—James Brown.......................
To close legacies into estate corpus.
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5,075.00

5,750.00
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5,000.00
5,000.00
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July

(13)
15 Trustee...................................................
Atlas stock—50 shares.......................
Seaboard bonds 6%—par value $5,000
Corporation bonds 6%—par value
$3,000..............................................
To record transfer of residuary
legacy to trustee. (See cash-book
entry for transfer of $23,435 cash.)

July

15

July

15

July

15

July

15

(14)
Estate corpus.........................................
Trustee...............................................
To close the two accounts; com
pleting the closing entries as to
corpus.
(15)
Income....................................................
Interest paid, income..........................
Distribution of income cash...............
To close the accounts showing
interest paid and cash distribution.
(16)
Trustee...................................................
Accrued interest receivable...............
To record the transfer of income
assets to the trustee. (See cash
book entry for the transfer of income
cash of $1,042.50.)
(17)
Income....................................................
Trustee...............................................
To close the two accounts; com
pleting the closing entries as to income.

$17,940.00

$10,000.00
5,000.00

2,940.00

41,375.00

522.50

140.00

1,182.50

41,375.00

22.50
500.00

140.00

1,182.50

Estate of John Roberts
Jane Walters, executrix
Charge and discharge statement as to principal
June 30, 1926, to July 15, 1927
I charge myself with:
Assets per inventory (schedule A)...................... $65,050.00
Assets subsequently discovered (schedule B)........
5,075.00

Total.....................................................................
$70,125.00
I credit myself with:
Funeral and administrative expense (schedule C) $ 1,900.00
Debts of decedent paid (schedule D).....................
5,857.50
Losses on assets realized (schedule E)....................
750.00
Legacies paid (schedule F).....................................
20,242.50

Total....................................................................

28,750.00

Balance as to principal...............................................

$41,375.00
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Cash receipts

15.00

800.00

150.00

75.00
90.00
9,500.00
9,500.00
150.00
150.00
150.00
800.00
849.18
849.18
1,919.90
1,919.90

Corporation bonds—6%
Accrued interest receivable
Debts of decedent
Legacy—Tom Green
Legacy— Miss L. Ryan

Par value $3,000, purchased at 98 ..............................................................
2,940.00
2,940.00
On above bonds .............................................................................................
75.00
75.00
.........................................................................................................................
..........
3,000.00
3,000.00
Less pro-rata share of debts, etc ..................................................................
4,261.58
4,261.58
Interest collected on Colonial bonds ...........................................................
225.00
225.00
Total disbursements ................................................................................. $ 522.50 $15,259.08 $15,781.58
Balance paid to trustee ................................................................................ $1,042.50 $23,435.00 $24,477.50

1927

January 1
January 1
February 1
July 15

Cash disbursements

Total receipts ............................................................................................ $1,565.00 $38,694.08 $40,259.08

Interest at 6% since August 1, 1926...........................................................
Sold 50 shares at $190 ex-dividend ............................................................
Interest at 6% since October 1, 1926..........................................................
Interest at 6% since October 1,1926..........................................................
Atlas stock ......................................................................................................
(Pro-rata share of debts) ..............................................................................
(Expenses and losses)...................................................................................

Income Principal
Total
Per inventory ................................................................................................ $ .......... $20,000.00 $20,000.00
On Atlas stock ................................................................................................
..........
400.00
400.00
$10,000 par of Colonial bonds to June 30, 1926.......................................
150.00
150.00
Interest on $5,000 par of Colonial bonds since June 30, 1926................
75.00
75.00
On $5,000 par since June 30, 1926.............................................................
75.00
..........
75.00
On $5,000 par Seaboard bonds to June 30, 1926......................................
75.00
75.00
On $5,000 par since June 30, 1926..............................................................
75.00
75.00
Atlas stock ......................................................................................................
400.00
400.00
Sold at $110 and accrued interest ...............................................................
50.00
5,500.00 5,550.00

Probate expense............................................................................................ $ .......... $ 100.00 $ 100.00
Ralph Cohen—note and interest thereon ..................................................
2,857.50
2,857.50
Ralph Cohen ..................................................................................................
22.50
..........
22.50
Funeral expenses...........................................................................................
800.00
800.00
Education of W alter .....................................................................................
500.00
..........
500.00
Expenses of last illness .................................................................................
1,000.00
1,000.00

Dividends receivable
Legacy— Miss L. Ryan
Legacy—Jane Walters

Interest on Corporation bonds
Atlas stock
Interest on Seaboard bonds
Legacy—Miss L. Ryan

Dividend receivable
Accrued interest receivable
Legacy— Miss L. Ryan
Interest on Colonial bonds
Accrued interest receivable
Interest on Seaboard bonds
Dividends receivable
Colonial bonds

Estate corpus

of

Funeral and administrative expenses
Debts of decedent
Interest paid
September 1 Funeral and administrative expenses
November 1 Distribution of income cash
December 15 Funeral and administrative expenses

1926

1

July 15
August 15

February
April 1
April 1
April 1
April 15
July 15

1927

October 15
December 1

October

1

1926

July 15
August 1

E state

J ane W alters , executrix
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Consisting of:
Cash in First National Bank.............................. $23,435.00
Atlas stock, 50 shares.......................................... 10,000.00
Seaboard bonds 6%—par value $5,000..............
5,000.00
Corporation bonds 6%—par value $3,000 . . .
2,940.00
Total....................................................................

$41,375.00

Inventory of assets (July 15, 1926)
Cash in First National Bank......................................
Atlas stock—100 shares..............................................
Colonial bonds 6%—par value $10,000.....................
Household furniture....................................................
Rolls Royce automobile..............................................
Dividends receivable—Atlas stock............................
Accrued interest receivable—Colonial bonds............

(Schedule A)
$20,000.00
20,000.00
11,500.00
5,000.00
8,000.00
400.00
150.00

Total....................................................................

$65,050.00

(Schedule B)

Assets subsequently discovered
Seaboard bonds 6%—par value $5,000.....................
Accrued interest receivable........................................

$ 5,000.00
75.00

Total....................................................................

$ 5,075.00

(Schedule C)

Funeral and administrative expense
Preliminary probate expense......................................
Funeral expense..........................................................
Expenses of last illness...............................................

$

100.00
800.00
1,000.00

$ 1,900.00

Total....................................................................

(Schedule D)
Debts of decedent paid
Payment to Ralph Cohen..........................................
Debts of decedent paid February 1, 1927.................

$ 2,857.50
3,000.00

Total....................................................................

$ 5,857.50

(Schedule E)

Assets realized

Atlas stock—50 shares...................
Colonial bonds 6%—par $5,000. . .
Dividends receivable—Atlas stock.
Accrued interest on Colonial bonds

Total
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Inventory
values
$10,000
5,750
400
150

Price
realized
$ 9,500
5,500
400
150

$16,300

$15,550

Loss on
reali
zation
$500
250

$750

Students' Department
(Schedule F)
Legacies paid
Miss L. Ryan:
Colonial bonds—par $5,000.................................... $ 5,750.00
Less share of debts, expenses and losses...............
849.18 $ 4,900.82
Jane Walters:
Household furniture............................. $5,000.00
Rolls Royce automobile....................... 8,000.00 $13,000.00
1,919.90

11,080.10

Tom Green:
Cash in First National Bank.................................. $ 5,000.00
738.42
Less share of debts, expenses and losses.................

4,261.58

Less share of debts, expenses and losses

James Brown:
Cash......................
$ 5,000.00
Less amount applied against debts, expenses and
losses.................................................................
5,000.00 ...............

Total.....................................................................

Estate

of

$20,242.50

John Roberts

Jane Walters,

executrix

Charge and discharge statement as to income
June 30, 1926, to July 15, 1927

I charge myself with:

Interest on Colonial bonds:
Collected October 1, 1926....................................... $ 300.00
Less:
Accrued at June 30, 1926..................... $150.00
For account of Miss L. Ryan................ 75.00
225.00

Balance............................................................. $ 75.00
Accrued to date of sale, December 1, 1926............
50.00
Collected at April 1, 1927 for account of Miss
L. Ryan ($150)................................................................
------------- $ 125.00
Interest on Seaboard bonds:
Collected October 1, 1926....................................... $ 150.00
Less accrued at June 30, 1926................................
75.00

Balance............................................................. $ 75.00
Collected, April 1, 1927..........................................
150.00
Accrued from April 1, 1927, to July 15, 1927. ...
52.50
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Interest on corporation bonds:
Collected February 1, 1927................................ $ 90.00
Less accrued at date of purchase, January 1, 1927 .
75.00

Balance............................................................ $ 15.00
Accrued from February 1, 1927, to July 15, 1927.
87.50
------------Dividend on Atlas stock:
October 15, 1926.................................................. $ 400.00
April 15, 1927..........................................................
800.00
Total.................................................................
I credit myself with:
Interest paid............................................................ $
Distribution of cash....................................................

22.50
500.00

522.50

$1,182.50

Consisting of:
Accrued interest receivable:
Seaboard bonds................................. $52.50
Corporation bonds................................
87.50
---------- $ 140.00
Cash
1,042.50
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1,200.00
$1,705.00

Balance as to income......................................................

Total................................................................

$102.50

$1,182.50

Institute Examination in Law
By Spencer Gordon
[The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of May, 1931, have been
prepared at the request of The Journal of Accountancy. These answers
have not been reviewed by the board of examiners and are in no way official.
They represent merely the personal opinions of the author.—Editor, The
Journal of Accountancy.]
Examination in Commercial Law
May 15, 1931, 9 A. M. to 12:30 P. M.

Group I
Answer all the questions in this group.
No. 1:
In what circumstances, if any, may a declared dividend be revoked and by
whom must the revocation, if allowed, be made?
Answer:
As a general rule a declared cash dividend can not be revoked without consent
of all stockholders. It has been held, however, that the board of directors can
revoke such a dividend if done before the declaration has been made public or
communicated to the stockholders and before a fund has been set aside for its
payment. A stock dividend may be revoked, by whatever body declared it, at
any time before issuance of certificates.

No. 2:
Jones executed a negotiable promissory note payable to the order of Brown.
Prior to maturity of the note, Brown met Jones on the street and told him that
he expressly renounced his rights against Jones on this note because he felt
that Jones was not financially able to pay it without imposing undue hardship
on Jones’ family. Brown died before the note fell due, his executor found the
note among his papers, and the executor brought action against Jones. For
whom should judgment be given?
Answer:
Judgment should be given for Brown’s executor. While a holder of a note
may renounce his rights against the maker before maturity, the negotiable in
struments law provides that such a renunciation “ must be in writing, unless the
instrument is delivered up to the person primarily liable thereon.” A note
may be discharged by any other act which will discharge a simple contract for
the payment of money, but a gratuitous verbal release will not discharge such a
contract because of lack of consideration.

No. 3:
X owned a stationery business which for a number of years had earned a net
profit of $3,000. By falsely stating that the net profit had been $10,000, X
sold the business to Y, who would not have bought it if the truth had been dis
closed by X. In an action by Y for rescission, X defended on the ground that
Y had made inquiries of other persons and that if Y had been more diligent Y
could have discovered the truth. For whom should judgment be given?
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Answer:
The misrepresentation of a material fact peculiarly within the knowledge of
the seller and not palpably untrue constitutes a fraud justifying rescission of a
sale made to a buyer who relies on that misrepresentation in ignorance of the
true facts. It is no defense to such an action that the buyer instituted an in
vestigation nor that he failed to discover the truth through lack of diligence, if
in fact the buyer relied on the representation. Judgment should therefore be
given for Y.

No. 4:
The president and owner of one half of the stock of a corporation executed as
president a conveyance covering a large part of the property of the corporation
in consideration of the other half of the outstanding stock, which was duly
assigned to the corporation and was placed in its treasury. He failed to call a
stockholders’ meeting or to obtain the assent of sixty per cent, of them as re
quired by the corporation’s by-laws in case of a sale of capital assets or a pur
chase of treasury stock. Alleging that omission as grounds for their claim, the
assignors of the stock who received the property now seek to have the trans
action annulled. Will they succeed?
Answer:
It would appear that the requirements of the by-laws had been met since, in
the alternative to calling a meeting, sixty per cent, of the stockholders had
necessarily given their individual assent by participating in the transaction.
This would sufficiently authorize the conveyance in the absence of statute or
charter provisions to the contrary and if no creditors’ rights intervene. Assum
ing the conveyance to have been unauthorized, however, the participation of
all the stockholders estop any of them from questioning the validity of the
transaction, and their present action can not succeed.

No. 5:
Who are the parties to, what is the purpose of, and what are some of the
provisions of a trust indenture in a bond issue?

Answer:
The purpose of the usual trust indenture in a bond issue is to convey real
estate so that it will secure the bonds. This is usually done by a deed from the
grantor (or mortgagor) conveying the real estate to trustees for the purpose of
securing the bond issue. The terms of the bonds are definitely stated. It is
usually provided that the grantor may have the use of the property so long as
there is no default, and that upon payment of the bonds the trustees are to
release and reconvey the real estate to the grantor or mortgagor, but if there is a
default in the payment of principal or interest of the bonds or in any of the
other conditions of the deed of trust, such as keeping the property in repair,
paying taxes, etc., the trustees may, and upon the request of a certain propor
tion of the bondholders shall, sell the property and apply the proceeds to the
payment of the bonds and expenses, returning the balance of the proceeds to
the grantor or mortgagor.
Group II
Answer any five of the questions in this group, but no more than five.
No. 6:
Henry Alexander was a licensed fire-insurance broker. Frank Simpson
made an oral application to Alexander for insurance on a building owned by
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Simpson. Thereafter Alexander delivered the policy and collected the pre
mium. (a) For whom, if anyone, was Alexander an agent? (b) If he was an
agent, when if at all did his principal change?
Answer:
The agency of an insurance broker regularly representing no particular in
surance company is largely a question of fact. Where no facts leading to a
contrary conclusion appear, and in the absence of a state statute controlling the
issue, a broker is generally held to be the agent of the insured in all matters
connected with the placing of the insurance, and the agent of the company for
collecting the premiums. Alexander was therefore (a) Simpson’s agent in
placing the insurance, (b) but the agent of the insurer in collecting premiums.

No. 7:
A contract for the construction of a building recites that the consideration to
be paid by the owner shall be “the cost of materials, wages, and direct expenses
plus ten per cent, of the sum of such costs. Direct expenses shall include the
salary of a fulltime superintendent and his assistants, the expense of a field
officer, employees’-compensation insurance, public-liability insurance, travel
expense, and two per cent. per month of the cost of equipment used for wear
and tear. ’ ’ Would fire-insurance premiums upon equipment be a direct expense
to be included?

Answer:
When the contract is silent on the matter, wear and tear of equipment as
well as insurance upon it is held in most jurisdictions to be one of the overhead
costs of doing business and therefore not to be included in computing costs
under a cost-plus contract. When “direct expenses” are defined as including a
charge for wear and tear of equipment, such an inclusion inferentially excludes
all other equipment charges, and insurance premiums on equipment would be
held not to be direct expenses under the contract.
No. 8:
Mullen and Gage, partners in a manufacturing business, purchased a factory
site. Gage died during the existence of the partnership. In a state where
dower is recognized, has his widow any dower or other right in this land?
Answer:
The general rule in this country, in the absence of a partnership agreement to
the contrary, is that a widow has dower in partnership lands, acquired for the
business of the partnership, which are held at dissolution of the partnership,
after satisfaction of the claims of partnership creditors and the equities of sur
viving partners. The right attaches only after dissolution. If the land re
mains partnership property at that time, Gage’s widow has dower in her
husband’s share.

No. 9:
A sold goods to B and shipped them by a common carrier, to be delivered to
B upon the payment of the purchase price. Through the negligence of the
carrier, B obtained possession of the goods without paying for them and sold
them to C, a bonafide purchaser for value without notice. Can A or the
carrier recover the goods or their value from C?
Answer:
It is held under the uniform sales act that the title to goods shipped C.O.D.
passes to the buyer on delivery of the goods to the carrier, and that only the
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right to possession is reserved to the seller unless the contract of sale specifi
cally provides otherwise. If thereafter the goods are delivered to the buyer
without payment and he sells to a bonafide purchaser for value without
notice, the seller loses the right to possession, and he can recover neither the
goods nor their value from such purchaser. Before the sales act, recovery
from the purchaser was allowed in some jurisdictions and denied in others,
depending on whether payment to the original seller was held to be a condition
precedent to the passage of title from him.

No. 10:
Hopkins by his will made certain gifts and left the rest, residue and remainder
of his estate in trust, the income to be paid to his widow during her life and the
trust fund to be turned over to his son upon her death. Hopkins left income
producing assets of $500,000. Legacies of $300,000 were given by the will and
debts, taxes and administration expenses amounted to $100,000. Assume that
administration of the estate required one year, that all of the payments for
legacies, debts, taxes and administration expenses were made at the end of that
year, and that income during administration amounted to $25,000. In your
opinion as accountant for the trustee, to whom should this $25,000 be given?
Answer:
General legacies do not carry interest and profits on their amount during the
first year of administration, and assuming the $300,000 to be of this class, none
of the income accrued should be paid to the general legatees. A bequest of
income for life from the residue, however, begins on the death of the testator
and not from the payment of the fund to the trustee. The widow should
therefore be paid such proportion of the income as is attributable to the clear
residue of $100,000, and the balance paid the trustee, to be added to the corpus
of the trust fund.
No. 11:
Smith executed a valid contract with Hess whereby he agreed to convey
certain real estate to Hess. Hess made a payment on account and incurred
expense in an examination of the title. While the contract was in force, Smith
conveyed the real estate to another person at a price exceeding that specified in
the contract with Hess. What remedies has Hess?
Answer:
Hess has the following remedies:
(a) To rescind the contract and recover from Smith the payment on account
and the expenses incurred in examining the title.
(b) To sue Smith for breach of contract, the damages being measured by the
difference between the market price and what remains to be paid under the
contract.
(c) Hess may ratify Smith’s conveyance and sue Smith for the amount
received less the amount that remains payable under the contract.
(d) Hess may bring a bill in equity against Smith and the grantee for specific
performance of the contract of sale upon payment by Smith of the remainder of
the purchase price, but only if the grantee had notice of the contract between
Smith and Hess before the conveyance was made.

No. 12:
On April 17, 1928, Blair & Co., Inc., purchased vacant and unimproved land
for $30,000. The company made no improvements upon it and spent no money
on it except for current taxes. On February 1, 1929, it sold this land for
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$40,000, receiving $15,000 in cash and a purchase-money mortgage for $25,000,
on which no payments were received during 1929. Blair & Co. makes its
federal-income-tax returns on a calendar-year basis.
(a) Must it report the $10,000 profits as 1929 income?
(b) If your answer to (a) is “no,” how may it state the transaction in its
1929 income-tax return?
(c) If Blair & Co. has a choice of methods, upon what considerations would you
base your advice to its officers?
Answer:
(a) No.
(b) May treat transaction on instalment basis since initial payment ($15,000)
does not exceed forty per cent. of selling price ($40,000). See section 44 (b)
revenue act of 1928, and article 353 of Reg. 74.
Selling price...........................................................
$40,000
Cost........................................................................
30,000

Profit......................................................................

$10,000

Taxable profit on each dollar received is
10,000
-------- X 100=25%
40,000
Taxable profit to be reported in 1928 return on instalment
basis is 25% of $15,000, or $3,750.
(c) If Blair & Co. have sustained losses in 1928 which amounted to approxi
mately $10,000 and which would offset the full $10,000 profit to be reported on
the real estate sale, I would not advise them to report on the instalment sale
but would report all the profit in 1928.
If Blair & Co., Inc., however, have their normal income in 1928, I would
advise reporting on the instalment basis for the reason that the payment of part
of the tax is deferred and spread over a period of years, thus giving them the use
of money which they would otherwise pay as taxes for 1928.
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THE EVOLUTION OF THE SCIENCE OF BOOKKEEPING, by H. J.
Eldridge. Institute of Bookkeepers, Ltd., London, 1931. 82 pages.
An interesting experiment in the mass dissemination of knowledge, rivalling
the use of the radio in university extension, has been made by the Institute of
Bookkeepers. Acting in its behalf, H. J. Eldridge prepared a lecture, illus
trated with lantern slides, on the history of bookkeeping. This lecture was
delivered in London by the author, and afterwards the text and slides were sent
to various places in England, where some local accountant, selected it is to be
hoped on the basis of elocutionary ability, repeated the performance. And
now the lecture, with reproductions of unfortunately only seventeen of the
forty-four slides, is published in book form.
Several bibliographical lists, printed in eight-point type, presumably were
not included in the lecture as delivered. But even with this lessening of the
contents, one wonders at the staying powers of English accountants if, in addi
tion to listening to the really interesting portions of the lecture, they could sit
through what would seem to many a rather dreary list of dates and titles.
The description of accounting practices in early times, and the analysis
of some of the important works on bookkeeping are pleasantly given, and the
illustrations are excellent. The book is well worth reading by those who desire
a cursory survey of practice and of literature. It doubtless makes no claim to
great merit as a piece of bibliographical research. Its unpretentiousness is its
best defense, otherwise one would criticize the occasional listing of some later
edition of an author’s work rather than the first edition and would seriously
object to the frequency with which the statement is made that on a certain
date a given author published a book, omitting altogether its title. There is
also no apparent reason why some well-known works are omitted, while others,
no more important, are listed. There is no intimation that the bibliography is
restricted to English works, and those in other languages which appeared before
1700 are fairly well represented. But the author’s list does not contain a single
work in any other language after that date. Unfortunately the text is marred
by too many typographical errors, but toward such slips a tolerant spirit is
always appropriate.
One real service has been rendered. The other English bibliographies, by
Brown and Cosmo Gordon, stop at 1800. Mr. Eldridge brings his list down to
1850. This curiously neglected half century may well repay additional study.
Henry Rand Hatfield.

INDUSTRIAL ACCOUNTING FOR EXECUTIVES, by John R. Bangs,
McGraw-Hill Book Company, Inc., New York. 449 pages.
Industrial Accounting for Executives is somewhat unusual in its scope. Its
immediate purpose was to serve as a text for a course in accounting and costs
for the students of the engineering division of Cornell University. In this
respect the title might well be “ Industrial Accounting for Future Executives,”
and there is in the book much about the technical processes of accounting and
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cost accounting with which the man already arrived at executive rank would
not wish to be bothered. With the results produced by this technique, how
ever, he should and must wish to be bothered, if he is to be counted among those
executives who base their actions upon sound knowledge of their business.
As would be expected from its origin, the book has a strong engineering flavor
and is insistent on the point of view that modern cost accounting owes much
to the scientific management school associated with the names especially of
Taylor and Gantt. The book also is a combination of financial accounting and
cost accounting. The first twelve chapters (not eleven, as stated in the pref
ace) are devoted to general accounting; chapters 13-21 are described broadly
as dealing with industrial and cost accounting, but they include one chapter on
each of the following topics: financial mathematics or actuarial science, bud
getary control, analysis of financial statements, controversial and debatable
accounting subjects and modern mechanical methods of performing the ac
counting function.
The foregoing remarks will give the book its main character and orientation;
but its individual quality is based less upon its general content than upon the
wide variety of references and illustrative materials which are freely interspersed
in it. It opens with a brief historical review, beginning with the records of the
Babylonians under Hammurabi; it contains a great deal of diagrammatic
illustration of the various accounting and business concepts; it contains a
considerable number of quotations from other business and accounting authori
ties; and it also gives sections from the accounting manuals or other instruction
books of actual manufacturing concerns. In other words, the applications of
all principles developed are strongly brought out.
The simple diagram, figure 29 on page 198, will suggest many thoughts to
any man of experience in this field. It is true that there is a marked present
trend towards simplification; it is not true that all businesses move in unison
in this respect. The curve shown in this figure correctly reflects the experience
of a majority of companies. What is more, the curve will repeat itself several
times during a period of years. That is, the company at its inception will aim
at a simple accounting procedure; it will gradually increase the scope of its
manufacturing and selling activities, so that the executives will come to feel
that they do not have an effective control; a period of explanation of accounting
activities will ensue, culminating in perhaps a relatively heavy volume of
accounting work. By this time the executives will begin to feel that their
purposes have been met, and motives of economy or other reasons will appear
and induce a return to simpler methods. None of these changes necessarily
reflects adversely upon the accounting itself, nor upon the accounting adminis
tration; it would be a more serious reflection if these constant attempts to
grapple with the situation were not being made.
The numerous diagrammatic treatments have already been mentioned.
These and other features of the book will raise pedagogical questions in the
minds of other teachers. It is my experience that the most effective use of
many of these diagrams is obtained by actually working them out on the black
board in front of the class, from which the students may easily follow the
development of the relationships to be illustrated. The diagram on page 32
is helpful and excellent, but that on page 30, for example, illustrating cost of
goods sold, becomes more complex than the thing it attempts to explain. It is
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also probably true that few students and no executives will read through the
lengthy illustration of a complete bookkeeping job, as shown on pages 93-114.
Similarly with regard to the problem in partnership dissolution on pages
174-175, it may be questioned whether students will understand this clearly
without considerable assistance from the teacher.
On page 245 the author follows what is perhaps the natural bent of an engi
neer in expressing a general preference for the machine-hour rate as a basis for
burden distribution. While this is undoubtedly the best method in many
cases, and the fears which many business men entertain of its complexity are
exaggerated, the machine rate is not likely to be adopted in all cases to the
complete exclusion of other methods. Labor rates of various kinds will still
prevail in many instances, partly because of their simplicity, and partly because
in some instances they give the same result as a machine-hour rate. Moreover,
is the author quite certain of his own statement when he says “ Expenses do not
naturally associate themselves with material, wages, or time, ... ?” While
the statement is largely true of “material” it would seem to be distinctly
untrue of “wages” and of “time.” In fact the machine rate which he rec
ommends is itself a machine-hour rate, and therefore based on time.
Very effective use is made of the materials gathered by C. R. Stevenson, and
presented by him to a convention of the National Association of Cost Ac
countants, relating to the normal volume of business, normal costs and the
relation of these to selling prices.
The author might wish to have one or two typographical errors pointed out.
These errors are important because they affect the meaning. On page 4,
line 9, the phrase in quotes should read “capital expenditure or charge against
revenue.” On page 77 would it not be more accurate to say that it is the
depreciation reserve which is sometimes referred to as a “hole in assets”? On
the same page is it not saying too much to assert that “Accounting practice is
well agreed that a reserve-for-depreciation account shall be opened for each
asset being depreciated? ” It is generally agreed among progressive industrial
accountants that the reserve for depreciation should be computed with refer
ence to the individual assets, rather than by a blanket provision; but even this
can not be said to be a general practice. As for providing a separate reserve
account for each asset, this can be true only if the notations of depreciation
entered in the so-called plant ledgers are regarded as accounts. In the general
ledger of the cost ledger, there may be one reserve account for each type of asset.
The book contains much interesting material, and in great diversity. The
combination of accounting and cost accounting, and the whole from an engi
neering viewpoint, is very well worked out.
T.H.
Sanders

WAGE METHODS AND SELLING COSTS, by Anne Bezanson and
Miriam Hussey. University of Pennsylvania Press. 405 pages.
MERCHANDISE CONTROL MANUAL, by Merchandise Managers’ Divi
sion of the National Retail Dry Goods Association. 324 pages.
The National Retail Dry Goods Association has been instrumental in the
addition of two volumes to the list of many publications it has sponsored.
The first is a result of a study initiated by its store managers’ division and is the
work of Anne Bezanson and Miriam Hussey of the industrial research depart-
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ment of the University of Pennsylvania. The second was prepared by the
merchandise managers’ division of the association.
Wage Methods and Selling Costs gives the results of a study of this subject
in a limited number of departments in many department stores in all sections
of the country. The principal methods of payment discussed are straight
salary, salary plus commission on all net sales, quota-bonus and straight com
mission. The difficulties in the operation of the respective methods as well as
the advantages and disadvantages of each are discussed. In specific depart
ments selling costs under the various methods of payment are compared. It is
interesting to note the statement that “an analysis of the basis possibilities
of the wage systems in effect in various stores can not help convincing one that
there is a chance for the economical operation of any of these systems.” The
administration of the plan, in other words, is a very important factor.
Merchandise Control Manual is introduced with the statement that “the
purpose of merchandise control is to keep stocks balanced according to sales by
items” and it describes a perfectly balanced stock as having “the right things
in the right quantities at the right time and at the right price with no old or
soiled merchandise.” The control consists of two parts: first, a proper method
of assembling the necessary data; second, their actual use for control purposes.
The preliminary steps to be taken before the introduction of unit stock control
as well as the general forms which unit stock controls take are discussed.
Detailed descriptions are then given of the forms and methods in use in indi
vidual departments.
Both books contain a wealth of information for those interested in depart
ment-store operation. They form valuable additions to the literature of the
retail field.
J. P. Friedman.

PRACTICAL COST ACCOUNTS, by Andrew Miller. Gee & Co., London.
66 pages.
A handy little booklet is Andrew Miller’s Practical Cost Accounts, apparently
intended to recommend to British industries a more general use of intensive
cost accounting. Especial stress is laid upon the value of such accounting in
the avoidance of waste, and enough description of accounts and methods is
given to persuade the reader that the introduction of modern systems need not
be regarded as an expensive luxury. As Lord Weir well says in the foreword,
. the position of cost accountant is now one of primary importance in
every industry. ”
On account of the differences in terminology the book is hardly suitable for
American business men, but American cost accountants will heartily wish for
a wide circulation of it in Great Britain for the benefit of their British confreres.
W. H. Lawton.
A SOLUTION TO THE APPRECIATION PROBLEM, with supplement,
THIS THING CALLED DEPRECIATION, by William B. Castenholz, LaSalle Extension University. 95 pages.
The problem to which a solution is offered seems to be that of adjusting cost
accounts to conditions where plant used has been purchased at prices below (or
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above) current prices, so that there is “less deception in competition between
similarly circumstanced businesses” (meaning similarly circumstanced except
as to price levels at which depreciable fixed assets were acquired).
This author would charge each year against operations an amount for depre
ciation based not upon actual cost of fixed assets but upon replacement values
at the beginning of the year. At the same time he would set up in the deprecia
tion reserve only an amount based on original cost of the fixed assets, holding
the difference in suspense until the end of the year when it would be transferred
to surplus. In this way the total accretions to surplus would be unchanged,
but part would come from the profit-and-loss (operating) account and part
would be directly transferred to surplus without passing through the profit-andloss account.
The balance-sheet would be unaffected; it is not proposed to take up any ap
preciation except that corresponding to the portion of fixed asset values
absorbed in the operations for the single year. For this purpose the author
admits the necessity of an appraisal every year, not in order to set up appraised
values but in order to compute the depreciation for the year on the basis of
current price levels. This, he says, may reconcile all conflicting views. So far
as regards the operating account, the plan, if workable, would go far toward
equalizing costs now distorted by depreciation charges based on costs of assets
acquired at widely differing price levels.
There is the question of appraisals; they are uncertain at best, and for this
purpose they must, as the author says, take into consideration (1) depreciation
from actual use, (2) depreciation by reason of natural decay, (3) inadequacy,
(4) probable obsolescence. When an appraiser has to consider probable
future obsolescence his lot is not enviable. He can only guess; and, while
in cases where there is a wide spread between cost and present repro
duction prices the depreciation charge for a year might be adjusted in the
manner, proposed with gain in correctness of operating costs, a general
adoption of the plan is hardly to be looked for because of its complexity and
the uncertainty of appraisals.
Large assets such as ships might be treated in the manner proposed without
great difficulty; small machinery, hand tools, furniture and fixtures, are
assets that would not readily lend themselves to such methods.
The varying views of theorists will not be reconciled to any large extent; we
have the theorist who holds that at the end of the life of an asset the deprecia
tion reserve should be big enough to replace it; the theorist who would take up
at once all the appreciation he could find; the theorist who discards depreciation
altogether and substitutes maintenance, etc. Each of these has strong argu
ments for the application of his ideas in certain circumstances; each theory is
unsuited to some other circumstances. Probably we shall have to consider
each case on its merits, but Mr. Castenholz has at least given us another re
source in dealing with the question.
The supplementary section on depreciation is not so good. Too much
weight is attached to fanciful “concepts,” too little to the substance of the
matter. Thus the author is led to the astonishing statement that if a machine
costing $20,000 and having originally 20,000 hours of effective service be used
for 2,000 of those hours, the $20,000 of value has not shrunken to $18,000—
“no values have shrunken.” Then he explains that the residual value is
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$18,000, but that this $18,000 represents an amount of undepreciated use that
remains and that $2,000 of potential use has been consumed.
Such hairsplitting may be of interest to economists and other dreamers but its
effect upon the business man is to breed distrust of the accountant; and it is so
unnecessary. There will be no reform until the business man is converted.
Criticism of the treatment of appreciation by the United States in its tax
laws appears in this section of the book. It is wide of the mark. United
States tax laws are not intended either to do exact justice or to teach account
ing, but are devised for the purpose of collecting the utmost in taxes with the
least opportunity for contested assessments. A tax law exempting from tax
apparent profit due to appreciation consequent upon a changed general level of
values would afford such a field for argument that enforcement would be im
possible.
The case was well put by one of the greatest of the world’s accountants, who,
when the present income-tax laws were under consideration said: “A man had a
shirt for which he paid a dollar, intending to sell it for a dollar and ten cents;
but the war came and raised prices, so he sold it for a dollar fifty, and became a
war profiteer. And the government collected 35 cents profits tax; and he then
put in stock another shirt exactly like the first, but it cost him a dollar thirty.
He had a shirt; now he has another one just like it, but he is fifteen cents out of
pocket. Of course, tax was paid on appreciation as well as on profit.”
The unjust taxes collected by the government on apparent profit due to “ap
preciation ”—or more correctly due to depreciation of the dollar—are now being
returned in part, since present taxable profits are reduced below true profits
owing to the contrary trend of gold values. Nobody seems to have noted that
the apparent low profits of 1930-31 are in part only a reflection of changed dollar
value.
Mr. Castenholz is to be congratulated upon his assault on an evil that has, in
many cases, totally obscured the results of operations. I know of a specific
case of two steamship companies, one operating vessels acquired at war prices
and one with similar vessels acquired about 1909-1912, both in the same trade,
operating in exactly the same manner, one showing profits, the other apparently
“going bust.” Castenholz can save them; but if they don’t hurry up it will be
too late for Castenholz.
F. W. Thornton.
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[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

FIXED CHARGES FOR PULP AND PAPER MILLS
Question: What is the correct method of accounting for the “fixed charges ”
in the following situation—
A “vertical” merger or combination of pulp and paper mills and timber
holdings owns timber limits greatly in excess of the requirements of its present
mills. The timber holdings were acquired to assure the raw materials for
possible future developments and to prevent their acquirement by competitors.
The corporation has outstanding bonds, secured not only by the mill properties
but by the timber limits. Consequently the “fixed charges” for bond interest,
taxes, etc., are much greater than would normally be found in either pulp or
paper mills.
Should these fixed charges be charged against the current operations, thereby
showing results which are abnormal, or should such a portion of the charges as
may be ascribable to the excess timber holdings be capitalized? To capitalize
the charges might appear to be inflating the assets, but there is a normal natural
increment of timber through growth and also there is an increasing value of
stumpage through depletion.
Answer No. 1: Unless the company is devoting money and effort to the
planting, care and development of its timber reserves, we think there would be
considerable doubt as to the propriety of capitalizing a portion of the fixed
charges or of attempting otherwise to reflect the estimated annual growth in
the capital-asset account. While we understand it is the practice of some
companies to capitalize taxes, insurance (if any) and expenditures for the care
and safeguarding of reserve properties, the capitalization of such items is
always subjected to the limitation that the original cost together with the
carrying charges should not exceed the market value of the property. We think
it is usually considered that a stand of virgin timber does not increase in quan
tity through growth inasmuch as any growth of young trees is offset by the
decay of matured trees.
Your correspondent’s letter further states that “the corporation has out
standing bonds secured not only by the mill properties but by the timber
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limits; consequently, the “fixed charges” for bond interest are much greater
than would normally be found in either pulp or paper mills.” As will be
observed from this quotation, your correspondent does not say that any of the
bonds were issued for the acquisition of the timber reserves. We think it would
be quite improper to capitalize so-called “constructive interest” if the prop
erties were acquired by an issue of capital stock or for cash derived from the
sale of capital stock. While there might perhaps be some justification for
capitalizing interest paid on interest-bearing obligations issued in payment for
reserve properties, it would also be subject to the limitation already mentioned.
The proper accounting treatment of the “fixed charges” will depend largely
upon the special circumstances surrounding the particular company, including
those arising either from the provisions of the bond indentures or from
company’s financial policies in the depletion and replacement of properties,
sinking funds, dividends, and distributions from depletion reserves.

Answer No. 2: In our opinion it would be permissible from an accounting
standpoint to capitalize that portion of interest paid on bonds which is fairly
apportionable to the timber holdings held for future requirements, together
with taxes assessed upon said holdings, provided, however, that the capitaliza
tion of these fixed charges be limited to such a sum as will not result in an
abnormal stumpage charge when the timber is ultimately cut.
We would, however, direct the attention of the inquirer to the fact that from
the standpoint of federal taxation there is considerable doubt as to whether
carrying charges can be capitalized and included in “cost” for purposes of
computing depletion and gain or loss on sale of the timber holdings. It would
therefore appear to be advisable to deduct in the federal tax return of the
corporation owning the excess timber holdings all interest and taxes paid
regardless of their treatment in the accounts of the company.

Answer No. 3: We can hardly see any justification for capitalizing any part
of the fixed charges for bond interest, taxes, etc. To do so would create a situa
tion that would be highly artificial. On the other hand it would seem to be
proper, if desired, to make some statement in the income account that would
show to what extent charges against income for bond interest, taxes, etc. rep
resent carrying charges on the non-productive property.
TREATMENT OF TREASURY STOCK ON BALANCE-SHEET
Question: May I obtain, if possible, an idea as to the position that account
ants generally are taking as to the treatment of treasury stock in the prepara
tion of balance-sheets at this particular time.
Proposition
X Company purchased approximately 36,000 shares of its own no-par
common capital stock of a total of 400,000 shares outstanding, which is listed
on the New York stock exchange, during the period from about October 15 to
December 15, 1930. This stock has a book value of $37 a share and was
purchased at an average cost of $36 a share. The market value of the shares
was $19.50 at December 31, 1930, the date of the balance-sheet to be certified.
The total cost of the shares purchased amounted to approximately $1,295,000.
The total assets of the corporation amounted to approximately $23,500,000.
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The corporation has several subsidiaries and the total assets above stated are
the consolidated assets. The consolidated surplus at December 31, 1930, was
approximately $1,500,000, of which approximately $200,000 was represented
by parent company surplus, the balance by surpluses of subsidiaries. The
parent corporation is incorporated under the laws of Delaware. The corpora
tion intends to resell the reacquired stock when market conditions warrant.
At what value should the treasury stock be listed in the balance-sheet at
December 31, 1930; or how should this item be treated?

Answer No. 1: This question indicates the fallacy of showing treasury stock
among the assets of a corporation. The inclusion of this asset in this position
at once raises the question as to what value is to be placed upon it, and with
depressed security values indicated by the proposition, a factor is brought
into the balance-sheet of the corporation which certainly has no place there.
The market value of the shares of stock of corporation X should certainly
have no bearing on the presentation of the balance-sheet of that company
whether treasury stock is owned or not.
If the treasury stock is to be deducted from the stock issued at par and the
net amount of stock outstanding shown, no question is raised as to what value
the treasury stock should be given. In the instant case, there will be an ad
justment of surplus measured by the difference between the cost of the treasury
stock and its par value.
Answer No. 2: We note that the amount of stock involved is substantial and
that the stock is one listed on the New York stock exchange. Your corre
spondent would therefore doubtless be interested in the following extract from
a letter addressed by the stock exchange to a corporation, which recently
came to our notice:
“During the last fifteen months, problems arising out of reacquisition of
their own securities by listed corporations have forced upon the attention of
this committee the necessity for the observance of sound accounting practices
in connection therewith.
“Approved practice in this respect is set forth in paragraph 48 of pamphlet
entitled, Verification of Financial Statements (Revised), a method of procedure
submitted by the Federal Reserve Board for the consideration of bankers,
accountants and others. This reads:
‘“When corporations have temporarily invested funds in the purchase of
their own stocks and bonds, these securities technically should be deducted
from the corporation’s outstanding securities. Custom, however, has sanctioned
the inclusion of such temporary holdings as investments, but where they are
so held, the fact should be clearly indicated on the balance-sheet. Investments
of this kind are not usually regarded as current assets.’
“This committee feels that where a corporation has so reacquired any of its
securities and desires to set them up on the asset side of its balance-sheet that
the number of shares of each class of stock acquired and the par value of bonds
acquired should be shown separately upon the balance-sheet and not as a part of
current and working assets. The cost of such reacquired securities should
also be shown, but may be shown in the aggregate if more than one class of
securities has been reacquired.”
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Supplementing the above, it seems clear that if the stock is to be regarded
as an asset, it can only be regarded as an asset to the extent of its market value.
We think that the practice of carrying such stock as an asset is fundamentally
unsound and that all accountants should insist on full disclosure if it is followed.
This seems to us the more necessary because the purchase on the exchanges
of a corporation’s own stock, with a view to resale at a profit, is itself a trans
action of very questionable soundness.

ACCOUNTING FOR BAKERIES
Question: A large bakery contracts, say, during July, 1929, for a supply of
flour at a stated price, to be made and stored by the mill and shipped on order
of the bakery. Billing is to be made as shipped.
On or about December 20th, the bakery orders a quantity of this flour to be
shipped. Shipment is made, and invoice is rendered as of the date of shipment.
The flour is received January 1st and subsequently.
Shipment is made under negotiable bill of lading, sight draft attached, the
mill being both consignor and consignee. Upon payment of the draft, the
agent bank negotiates the bill of lading to the bakery.
The foregoing are the facts. The following is the question:
Knowing that this flour was “lifted,” is it correct to consider the cost of the
flour in transit at December 31st to be a direct liability?
Has the auditor the right to influence his December 31st report by knowledge
which he acquires after that date?

Answer: With reference to the first question raised, it is our opinion that
the liability for flour in transit should be taken up on the books at December
31st, even though the shipment had been made sight draft, bill of lading at
tached, to the order of the flour mill. The question as to when the title passed
is entirely a legal one, and even if we were to assume that title did not pass,
legally, until payment was made to the bank, we do not think that the method
of payment fixed by contract should in any way alter the situation with respect
to the disclosure of a liability such as is described in your letter.
As to the second question, it is our opinion that the auditor has the right to
influence his December 31st report by any knowledge acquired after that date
which may affect the assets or liabilities of December 31st.
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is the most complete and up-to-date American publication of its kind. It should
be of inestimable value to accountants and bookkeepers as well as to students
of accounting. Royal 8vo. 126 pages. §1.50.

FRAUD: ITS CONTROL THROUGH ACCOUNTS
By George E. Bennett, Ph.D., C.P.A.
Tells how frauds are perpetrated and how proper accounting methods will
prevent them, or at least reduce the possibility of their being brought to a suc
cessful conclusion. Forty specific possibilities for fraud are listed and described.
"Valuable information which can be applied to daily problems.” — Lefax.
"Indicates the weak points and shows the way to strengthen control.” — F. II.
Hurdman in The Journal of Accountancy. Royal 8vo. 132 pages. §1.50.

C.P.A. LAWS OF THE UNITED STATES
Compiled by THE AMERICAN INSTITUTE OF ACCOUNTANTS
The only available collection of the full texts of all of the laws governing the
certification of accountants, with marginal notes to aid quick reference. The
text of each law has been verified by competent authority in the State of origin.
Limited edition. Royal 8vo. 250 pages. §3.00.
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